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A 

Q. 


A 

Q. 

A 


ANDREW  STM  ART,  having  been  recalled 


Cross-Examination  by  Mr.  Chambers,  Continued: 

THE  CHAIRMAN:  All  right,  Mr.  Chambers. 

MR.  CHAMBERS:  professor  Stewart,  I  would  like  to 

refer  back  again  for  a  few  moments  to  the  index  prices  for 
producers’  goods  as  shown  in  the  Canada  YearBook  and  you 
will  agree  that  producers’  goods  are  goods  largely  of  the 
nature  that  are  used  in  the  construction  of  plants  such  as 
those  in  Turner  Valley. 

Yes . 

How;  these  figures  are  from  page  786  of  the  Canada  Year  Book 
for  1945-44  and  for  the  purposes  of  the  record  I  will  read 
them.  They  are  the  index  prices  for  producers’  goods  taking 
the  year  1926  at  100:  1915,  67.7;  1920,  164.3;  1922,  98.8; 
1926,  100;  1929,  96.1;  1953,  63.1;.  1939,  70.4;  1940,78,7; 
1941,  83.6;  1942,  88.3  and  1943  95.1.  The  year  1943  is  as 
far  as  the  Year  Book  goes.  Now  the  average,  you  will  note, 
professor  Stewart,  that  in  the  year  1920  the  index  was  the 
highest,  164,5, 

Yes . 

And  that  obviously  represents  the  inflationary  period  after 

the  Hirst  Great  War. 

And  some  wartime  increases. 


MR.  BLANCHARD: 
WITNESS : 

which  reflects  both 
in  the  year  or  two 


I  wonder  if  you  would  speak  up. 
Yes.  The  1920  figure  is  164.3 
the  wartime  increases  and  the  increase 
after  that  war. 


MR.  CHAMBERS: 


Now'  you  will  note  that  the  average 


of  those  index  prices  which  I  have  given  you,  taken  at  these 


intermittent  years  from  1913  to  1943,  works  out  ab  91,4, 
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Q 


A 


l 


A 


assuming  my  arithmetic  is  correct. 

Yes. 

And  that  the  average,  if  we  leave  out  the  years  1913  and 
1920,  the  average  of  the  other  9  figures  is  ,86.1.  Now 
would  you  say  that  the  index  figure  for  1945,  if  we  had  it, 
would  be  higheh  than  that,  would  you  hazard  any  venture? 

I  think  probably  1945  would  be  increased  in  the  index. 

19^5  would  be  higher  than  1943. 

Well  now  then  what  I  am  getting  at  is  this,  we  take  a 
situat ion  where  there  is  legislative  enactment  passed  in 
1944  which  has  the  effect  of  bringing  under  regulation  or 
devoting  to  the  public  service,  property  and  a  business  which 
was  previously  unregulated  and  was  not  in  the  category  of  an 
utility  as  then  defined,  and  we  have  a  Board  that  is  applying 
regulation  under  that  statute  for  the  first  time,  what  w:ould 
you  say  as  to  the  fairness  and  by  fairness  I  mean  in  the 
sense  that  you  have  developed  it,  of  that  Board  using,  repro¬ 
duction  costs  based  on  the  1943  figures. 

May  I  look  at  the  1943  figures,  please? 

(Document  handed  to  witness). 

WITNESS:  Yes,  thank  you.  I  would  consider 

them,  I  would  be  reluctant  to  go  so  far  as  to  say  that  the 

full  reproduction  cost  would  be  fair  and  proper  on  that 
basis.  There  had  been  a  rise  preceding  that  and  we  are 
into  the  war  period.  Now  on  the  basis  of  past  experiences, 
as  indicated  by  the  figure,  it  is  true  that  the  post-war 
period  prices  are  higher  than  they  were  in  the  pre-war 

1913  year  but  they  were  lower  than  during  the  war 

period,  that  is  the  post-war  period  represented  some  re¬ 
version  from  the  war  period.  Now  it  might  be  that  in 
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1945  prices  were  still  higher  than  .in  1943  but  you  have 
some  indication  of  the  effect  of  the  war  period  as  between 
1939  and  1943  so  I  am  not  sure  that  I  would  go  so  far  as 
to  say  that  the  full  amount  of  those  reproduction  costs  on 
the  1943  basis  would  be  fair. 

Q,  Now  in  that  connection  do  you  mean  that  you  would  hardly 

think  it  would  be  fair  if  you  were  going  to  assume  a  fixed 

rat  e  .  .  .  .  * 

A  Yes,  that  was  implied  of  course  and  it  was  discussed 
yest  erday . 

q  Then  talcing  the  figures  given  prior  to  1943,  would  you 

\ 

suggest  that  if  the  Board  was  to  apply  a  reproduction  cost 
figure  with  the  idea  of  having  a  stable  rate  base  for  the 
future  ..... 

A  Yes. 

q  Would  you  suggest  any  particular  one  of  those  years  o.r 
somewhere  in  between,  some  of  those  years? 

A  I  would  not  care  to  answer  that  offhand,  Mr.  Chambers.  I 

think,  -  there  are  only  certain  specific  years  included  in 
there.  They  are  taken  at  unequal  intervals  and  1  would  like 
to  see  the  complete  ceiling  and  have  time  to  work  it 
different  ways  I  think. 

q  Well  in  fairness  to  myself  I  should  say  I  took  those  years 
because  they  are  the  ones  shown  in  the  book. 

A  I  see. 

q  But  as  I  understand  it  you  can  get,  if  you  want  to,  from 
the  Department,  those  for  each  year. 

A  That  is  possible,  yes. 

0  I  see.  will  you  look  at  the  index  figure  for  1941  and  we 


find  it  is  83.6. 
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A  Yes. 

Q  As  compared  to  the  1926  figure.  Now  that  83,6  for  1941 

is  less,  you  will  observe,  than  the  average  of  those  figures 
from  1922  to  1943;  would  that  be  a  significant  factor,  the 
relation  of  the  year  1941  to  the  average  for  those  years, 

A  Yes,  I  think  it  would  be  one  of  the  factors  to  be  taken  into 
consideration.  Of  course  in  any  case,  Mr.  Chambers,  we  use 
these  figures  merely  as  a  guide  to  our  expectations  of  the 
future. 

Q  That  is  right . 

A  And  one  of  the  difficulties  there  is  that  history  never 
repeats  itself  and  while,  maybe,  that  is  one  of  the  best 
guides  which  we  have,  that  is  past  experience,  it  does  net 
necessarily  follow  that  we  must  accept:  that  as .  a  completely 

satisfactory  guide  for  the  future. 

0  Yqs  but  I  gathered  from  your  Exhibit  131  and  from  what  you 
said  yesterday,  that  the  adopting  of  the  reproduction  cost 
new,  for  the  purposes  of  fixing  an  initial  rate  case  which 
is  to  be  constant  for  the  future,  is  qualified  in  its 
application  by  two  things:  one,  the  direction  from  which  the 
regulation  comes  -  that  is  in  this  particular  case  tne 
Legi slature . 

A  Yes. 

Q  And  second,  whether  the  time  at  which  it  is  applied  is 
at  a  period  of  the  top  or  peak  prices,  is  that  right? 

A  Yes,  I  think  I  said  ’’high  prices7’  but  it  implied  something 
twwards  peak  prices. 

Q,  High  prices? 

A  Yes. 

Q  Ana  it  is  with  that  in  mind  that  I  wanted  to  get  the  benefit 
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of  your  views  as  to  the  present  situation  and  J  am  suggesting 
to  you  this,  that  those  are  important  factors  in  considering 
whether  we  are  at  a  time  of  peak  prices,  taking  the  long 
range  view  and  you  will  agree  that  the  Board,  in  dealing  with 
that  matter,  should  take  a  fairly  . 

A  Yes . 

/ 

Q,  Should  take  a  fairly  long-range  view, 

A  Yes . 

Q,  And  I  am  suggesting  that  the  factors  which  are  significant 
are  these:  That  from  the  period  1922  to  1943  the  index 
average  is  86.1  compared  with  95,1  in  1943  and  we  had  *  in 
that  period  an  extreme,  depression  period,  you  will  agree 
with  that? 

A  Yes. 

Q  And  we  have  also  the  fact  that  during  this  war  there  have 
been  controls  which  will  to  some  extent  at  least  we  think, 
and  reasonably  think,  will  prevent  a  situation  such  as 
happened  after  the  last  war.  Those  are  two  factors  and  the 

t 

third  factor  is  we  have  the  labor  situation,  and  a  new  tax 
situation,  that  will  affect  the  picture  after  the  war  as 
well  as  now. 


(Go  to  page  4390) 
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Q,  What  I  am  suggesting  is  that  those  three  factors  would  probably 

t  *  I 

indicate  that  we  are,  not  now  -  in  1943  I  am  taking  -  in  a 
transitory  period  of  high  prices.  Now  what  do  you  say  as  to 
that  proposition  ? 

A  Well  I  think  all  of  the  factors  you  have  referred  to  are  sig¬ 
nificant  and  would  have  to  be  taken  into  consideration  in  the 

( 

final  judgment.  With  your  permission  I  am  unwilling  to  commit 
myself  without  further  study  as  to  the  particular  year. 

Q,  But  you  do  agree  that  those  are  factors  that  would  enter  into 
a  weighing  of  the  situation  ? 

A  Those  are  all  relevant  factors. 

Q,  Here  is  another  factor  that  occurs  to  me  and  I  would  like  your 

view  as  to  whether  you  think  it  would  have  any  bearing.  You 

will  agree  that  the  War-time  controls  in  the  States  were  not 
applied  until  some  time  after  ours  ? 

A  That  is  correct,  yes, 

Q,  And  it  is  general  knowledge  that  they  were  not  as  effectively 

applied  as  in  our  country.  Would  you  go  that  far  ? 

A  Yes  I  think  so. 

Q,  And  in  other  words  during  the  war  years  there  has  been  more 
inflation  in  the  States  than  there  has  been  up  here  ? 

A  Yes, 

Q,  And  I  therefore  suggest  that  in  the  United  States  there  will 

probably  be  more  of  a  tendency  for  increased  prices  to  follow 
the  war  than  there  would  be  here  ? 

A  That  was  argued  yesterday  that  the  effectiveness  of  our  controls 
during  the  war  period  would  prevent  the  collapse  of  prices 
later.  I  think  it  would  follow  too  there  that  if  the  United 

4 

States  has  been  less  successful  they  are  more  likely  to  exper¬ 
ience  a  severe  decline  in  prices  for  that  very  same  reason. 
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Q, 
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A 


Q 


Q, 


Would  you  suggest  that  there  is  apt  to  be  in  the  United  States 
a  fairly  steep  and  I  am  using  that  word  for  want  of  a  better 
term,  drop  in  prices  ? 

I  think  the  chances  are  greater  of  such  a  movement  initiating 
in  the  States  than  here,  because  of  the  larger  inflationary 
disturbances  during  the  war. 

Now  on  Page  9  of  your  Exhibit  131  when  you  are  talking  about 
the  matter  of  fairness,  as  I  understand  it  you  state  that, 
conformity  to  expectations  reasonably  held  appears  to  be  a 
significant  attribute  of  fairness.  Then  you  also  state  I  think 
in  the  paragraph  following  that,  results  under  regulation  will 
not  conform  to  results  reasonably  expected  during  the  prior 

4 

period  of  absence  of  control.  Now  would  this  be  a  fair  state¬ 
ment  that  a  company  or  a  person  carrying  on  a  private  business 
and  then  brought  under  regulation  by  legislation  that  his 
expectations  would  be  changed  ? 

Yes. 

In  other  words  the  rules  of  the  game  under  whioh  he  has  been 
carrying  on  business  have  been  changed  and  that  I  suggest  is  a 
factor  which  should  be  taken  into  consideration  in  applying  for 
the  first  time  regulation.  Would  you  agree  to  that  ? 

Yes. 

Now  Prof.  Stewart,  would  you  turn  again  please  to  Page  24  of 
Exhibit  131. 

MR.  BLANCHARD:  What  page  ? 

MR.  CHAMBERS:  Page  24  of  Exhibit  131.  Under  the  heading 

of  fairness  to  investors.  Under  that  clause: 

T,0n  grounds  of  equity,  therefore,  there  would  appear  to  be 
a  strong  case  for  determining  the  initial  rate  base  by  re¬ 
production  cost 

And  one  of  the  reasons  as  I  understand  you  to  say  is  that 
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A 


because  of  the  change  in  the  rules  or  change  of  expectations, 
would  that  be  fair  ? 

Yes,  that  statement  is  predicated  upon  the  preceding  sentence 
which  reads,  - 

"Despite  inconsistencies  and  uncertainties  in  regulatory 
processes, it  appears  that  in  the  past  more  consideration 
has  been  given  to  reproduction  cost  than  to  the  alter¬ 
native  original  cost." 

Now  if  that  is  not  a  correct  statement  of  fact  then  what 
follows  is  not  valid,  but  I  believe  that  to  be  so. 

Well  would  you  go  this  far  with  me,  that  irrespective  of 
whether  that  statement  were  so,  let  us  assume  there  were  no 
rules  you  see.  I  am  suggesting  to  you  that  in  view  of  the 
fact  that  the  investor’s'  expectations  has  been  ohanged  through 
no  fault  of  his  own  that  that  constitutes  an  equitable  ground 
for  determining  the  rate  base  on  present  day  reproduction  cost 
new  and  I  am  not  asking  you  to  commit  yourself  to  all  these 
qualifications.  Later  on  I  am  going  to  deal  with  that. 

I  think  that  would  depend  upon  two  things  proceeding  from  the 
assumption  that  there  were  no  prior  assumptions  with  regard 
to  the  methods  of  rate  base  determination.  I  think  it  would 
depend  first  of  all  on  whether  the  results  of  regulation 
improved  on  the  reasonable  expectations  or  not  which  they 
might  very  well  do.  That  is  when  I  say  that  the  subsequent 
results  are  not  necessarily  the  same  as  reasonable  expectations 
I  do  not  necessarily  imply  by  that  that  the  circumstances  of 
the  utility  are  always  adversely  affected  if  coming  under 
regulation.  In  the  second  place  I  think  it  would  depend  upon 
the  conditions  at  the  time.  If  we  were  in  a  period  of  severe 
depression  I  would  be  inclined  to  say  it  would  be  a  little 
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unfair  to  the  utility  to  insist  upon  reproduction  cost  under 
these  conditions.  You  see  what  I  am  trying  to  do  Mr.  Chambers. 
To  use  general  principles  which  can  be  laid  down  which  will 
provide  a  frame  work  of  reasonable  expectations  for  people. 
Principles  of  that  kind  cannot  be  determined  in  the  immediate 

i 

situation  on  the  basis  of  particular  conditions.  They  have  to 
be  determined  on  the  assumption  that  there  will  be  changing 
conditions.  That  at  some  periods  one  procedure  will  be  more 
favourable  than  another,  and  in  other  periods  and  in  other 
times  the  alternative  procedure  will  be  more  favourable.  But 
from  the  point  of  view  of  the  general  principles  the  peculiar 
circumstances  of  the  special  time  should  not  affect  the  general 
principles  being  laid  down. 

Q,  The  following  statement  on  Page  24.  You  go  on  to  say,  - 
"However  two  points  should  be  considered. 

Fi_rs_t,  if  this  position  is  accepted  it  is  clear  that  the 
time  at  which  any  business  is  brought  under  control  will 

t 

be  an  important  factor  in  determining  the  permissible  earn¬ 
ings  of  the  utility." 

We  talked  about  that. 

"If  the  business  is  brought  under  regulation  during  a  period 

i 

of  high  prices  and  costs  and  a  rate  base  immediately  deter¬ 
mined  by  reproduction  cost,  the  rate  base  and  permissible 
earnings  will  be  high.  On  the  other  hand,  if  the  business 
is  brought  under  regulation  when  prices  and  costs  are  low, 
and  the  rate  base  is  iumedia tely  determined  by  reproduction 
cost,  the  rate  base  and  permissible  earnings  will  be  low." 
Then  take  the  next  two  paragraphs,  - 

"The  direction  from  which  the  movement  to  bring  the  business 
under  regulation  is  initiated,  then  becomes  relevant." 
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That  is  if  the  Legislature  imposes  its  will  without  the  utility 
asking  for  it  ? 

A  Yes. 

Q,  "Assuming  immediate  determination  of  the  rate  base,  if  the 

business  is  brought  under  public  utility  control  by  legis¬ 
lation  introduced  during  a  period  of  relatively  high  prices, 
it  might  seem  to  be  ’fair’'  to  present  investors  to  determine 
the  rate  base  by  reproduction  cost.  On  the  other  hand,  if 
a  business  is  brought  under  control  in  a  period  of  low 
prices,  it  might  ’fairly’  claim  the  more  favourable  original 
cost.” 

Then  you  use  these  words, - 

"This  leads  to  the  conclusion  that  in  ’fairness’  to  present 
*  investors,  when  regulation  is  imposed  by  legislation,  the 

utility  might  be  permitted  to  select  the  method  of  rate  base 
determination  which  appeared  most  favourable  to  them.  This 
would  tend  to  make  original  cost  the  minimum  and  reproduct¬ 
ion  cost  the  maximum." 

I  think  we  dealt  with  this  yesterday.  But  I  want  to  get  the 
position  clear  as  to  what  you  mean  by  that  last  paragraph  ? 

A  You  will  notice  that  the  paragraph  in  its  content  and  meaning 
is  modified  by  the  succeeding  discussion.  At  that  point  we 
have  assumed  that  if  reproduction  cost  is  used  in  the  initial 
1  valuation  it  continues  as  the  basis  for  rate  base  determination. 

Now  under  the  paragraph  following  the  words  "Second"  which  is 
underlined  there,  I  point  out  that  if  following  the  initial 
determination  you  then  apply  continuously  the  actual  cost,  the 
conclusion  would  be  modified  under  the  different  assumptions. 

Q,  No,  but  as  I  understand  it  that  is  this  last  paragraph  that 
in  the  event  and  when  regulation  is  first  imposed  is  it  your 
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view  that  the  utility  or  company  being  regulated  for  the  first 
time  should  have  the  right  to  choose  which  one  of  those  bases 
should  be  used  ? 

A  Provided  you  are  going  to  continue  on  the  basis  so  selected. 


(  Go  to  Page  4396  ) 
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Q,  ¥@11,  do  you.  mean  by  that  that  if  the  Company  selects  the 

reproduction  cost  then  it  should  be  made  subject  to  the  fluc¬ 
tuating  rate  base,  take  the  good  with  the  bad? 

A  Yes.  My  proposition  is  that  the  reproduction  rate  base  would 
be  a  reasonable  rate  base  for  the  initial  determination  if 
the  utility  was  going  to  stay  on  the  reproduction  cost  basis, 
but  that  that  conclusion  has  to  be  modified  If  you  are  going 

to  change  after  the  initial  rate  base  determination  to  actual 
cos  t . 

Q,  In  other  words,  you  say  that  the  method  upon  which  the  initial 
rate  base  is  constructed  will  govern  the  future,  should  govern 
the  future  practices? 

A  No  sir,  I  am  not  saying  that*  I  think  it  would  be  quite  possible 
to  accept  the  original  historical  actual  cost  basis  as  the 
permanent  principle  to  be  applied,  but  to  say  in  the  case  of 
initial  determination  in  view  of  the  fact,  if  that  has  perhaps 
not  been  recognized  as  the  accepted  basis,  you  would  give 
consideration  to  reproduction  cost.  But  my  conclusion  would 
bo  if  the  initial  rate  base  were  made  in  a  period  of  high  prices 
and  then  you  were  going  to  shift  to  the  actual  cost  basis,  that 
you  would  be  giving  too  much  of  a  concession  to  the  investors 

to  give  them  the  full  reproduction  costs  at  the  high  Hovel 

/ 

of  prices. 

Q  I  see.  We  discussed  yesterday,  I  read  to  you  yesterday, 
Professor  Stewart  the  report  of  the  HcGillivray  Go. mission? 

A  Ygs .  ' 

Q-  that  it  in  fixing  the  rate  base  in  the  Pall  of  T38,  or 

in  its  judgment  of  *39,  I  think  it  was,  has  ado  ted  reproduction 
oost  new,  and  you  know  that  that  report  had  to  do  with  the 
property  in  Turner  Valley? 

A  Yes. 
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Yes. 

And  you  know  that  what  this  Board  has  under  consideration  here 
is  the  Turner  Yalley  property? 

Yes. 

And  I  am  asking  you  to  assume  with  me  that  since  the  report 
of  the  McGrillivray  Commission  a  considerable  portion  of  this 
property, which  is  now  being  considered  by  this  Board, has  been 
constructed.  Would  you  say  that  that  decision  or  basis  used 
by  the  McGrillivray  Commission  should  be  a  matter  to  be  con¬ 
sidered  when  we  come  to  estimate  the  reasonable  expectations 
of  the  investor  in  spending  his  money  in  this  property  in 
Turner  Yalley  since  1938? 

Y6s,  I  would.  I  think  that  the  earlier  case,  without  suggesting 
that  I  have  any  detailed  knowledge  of  it........ 

Oh  yes? 

But  the  mere  occurrence  of  the  earlier  case  should  have  affected 
the  reasonable  expectation  of  other  people  in  the  general  area 
in  two  ways.  It  should  have,  I  think,  increased  the  probab- 
ility  in  their  minds  of  coming  under  regulation,  and  it  should 
have  established  a  reasonable  expectation  that  if  that  occurred 
reproduction  cost  would  be  used.  It  would  have  that  tendency 
I  should  think. 

Well,  now,  turning  to  another  phase  of  your  report,  Professor 
Stewart,  on  page  14,  under  the  "Going  Concern  Principle", "There 
seems  to  be  no  doubt  that  the  rate  base  should  take  into 
account  the  fact  that  the  utility  is  an  organized  and  operating 
business  and  not  merely  an  aggregation  of  units  of  physical 
properties.  "  And  then  on  page  15,  and  I  am  drawing  these 
to  your  attention  for  the  purpose  of  a  discussion  I  propose  to 
have ; 
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”  It  appears  that  if,  under  reproduction  cost 

procedure,  the  appraised  value  is  arrived  at  by 
applying  current  prices  to  all  existing  plant, 
adequate  allowance  is  made  for  overheads  and  working 
capital,,  no  addition  to  the  rate  base  attributable 
to  going-concern  value  can  be  r ease  nab ly  supported.31 

And  then  going  on  to  pages  16  and  17: 

?t  It  should  be  noted  that  the  problems  of  ’going- 
concern  value'  ,  'goodwill'  ,  and  ’int angiblos’  aro 
closely  related;  and  it  is  possible  to  conceive  of  these 
values  as  having  arisen  out  of  the  unusual  efficiency 
of  the  utility.  Thus  the  property  of  a  utility  might, 
as  a  going  concern, have  unusual  value  in  exchange  because 
it  has  been  highly  successful  and  has  built  up  an  organ¬ 
ization  of  outstanding  efficiency.  The  success  of  parti¬ 
cular  utilities  in  building  up  customer  ’goodwill'1 
may  differ  greatly;  and  in  specific  cases  ’goodwill 
value1  ,  which  would  then  he  closely  similar  to  ’going- 
concern  value’  ,  would  result  from  unusual  efficiency. 
Similarly,  a  utility  may  secure  a  franchise  in  a  community 
in  which  the  prospects  of  successful  operation  are 
uncertain.  Having  taken  chances,  and  through  efficient 
operation  established  a  successful  business,  the  right 
to  operate  within  the  area  has  value* 

It  has  previously  been  contended  that  the  community 
has  the  right  to  expect  that  its  utilities  aro  efficiently 
operated,  and  under  public  utility  control  it  is  the 
intention  that  an  efficiently  operated  utility  should  be 

i 

able  to  earn  the  allowed  return  through  the  rates  estab¬ 
lished.  But  there  is  a  danger,  if  the  rate  base  includes 


t 


r 


.•  -..I  .  :.J 


Andrew  Stewart, 

Cross -Exam. by  Mr •Chambers • 

-  4399  - 

"nothing  more  than  the  appraised,  value  of  the  physical 
properties  (plus  overhead  and  working  capital),  that, 
in  particular  cases,  utilities,  coming  under  regulation, 
will,  lose-  the  fruits  of  the  special  efficiency  with  which 
the  utility  has  been  operated. 

Consideration  of  this  point  would  throw  on  the 
regulating  board  the  problem  of  judging  the  efficiency 
with  which  the  utility  has  operated  in  the  past.” 

Now,  in  the  light  of  those  statements,  I  am  going  to  put  this 

proposition  to  you,  and  ask  you  to  make  certain  assumptions, 

and  if  some  of  the  assumptions  affoct  your  answer,  why  I  would 

like  you  to  say.  Now,  assume  with  mo,  Professor  Stewart, 

,  ! 

that  the  present-day  prices,  and  I  am  talking  about  1943  prices 
in  this  particular  case,  used  by  the  appraiser  wore  these  of  a 
largo  organization  in  the  same  analogous  businesses  throughout 
the  Continent,  which  large  organization  by  reason  of  its 
varied  and  wddespread  activities  could  acquire  o.nd  purchase 
materials  by  reason  of  quantities  cheaper  than  an  operator 
established  in  just  one  system.  That  is  one  assumption. 

The  second  assumption  I  am  going  to  put  to  you  is 

this,  that  in  the  design  and  the  operation  of  the  plant  the 

✓ 

utility  had  the  benefit  and  the  use  without  charge  of  the 

engineering  experience  of  that  larger  organization  responsible* 

/ 

That  is  the  second  one  And  also  assume  that  the  appraiser 
allowed  in  arriving  at  his  figure,  or  included  overhead  charges 
at  9 c/o,  which  is  admittedly  not  a  high  figure.  That  is  the 
thjr  d  assumption* 

The  fourth  one,  the  appraiser  in  making  his  estimate 
of  present-day  cost  new,  that  is  1943,  allowed  or  made  deductions 
for  the  relative  inefficiency  of  1943  labour  due  to  war  conditions 
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and  that  nothing  was  included  specifically  for  the  cost  of 

having  acquired  or  contracted  for  the  connected  gas  supply. 

Now,  you  got  those  assumptions  did  you? 

I  am  trying  to  hold  them. 

_  • 

Now,  the  first  one  was,  that  the  appraiser  used  prices  of  this 
larger  organization  which  was  built  by  its  buying  power,  and 
quantities  and  so  on,  to  get  a  price  somewhat  lower  than  an 
individual  building  this  plant  alone,  you  see? 

And  these  lower  prices  were  actually  used  in  the  appraisal.'5 
Yqs .That  is  the  first  assumption,  and  that  he  included  nothing 
for  the  engineering  experience,  etc.,  which  was  afforded  by 
this  larger  Continent-wide  organization.  That  is  the  second 
one.  And  only  included  9^  for  overhead,  that  is  interest 
during  construction,  engineering,  taxes  during  construction, 
which  we  will  assume  that  is  a  very  low  per  cent? 

The  9/b  would  cover  engineering? 

Yes? 


A  Including  the  engineering  advice  obtained? 

Q  No,  there  was  no  charge  put  in  for  that  engineering  advice. 

A  But  it  is  implicitly  a  9°/0? 

Q,  Ordinary  engineering  advice,  yes.  And  he  made  an  allowance  for 
the  inefficiency  of  1942  labour  in  the  installation  of  the 
plant , you  see.  He  included  nothing  for  cost  of  the  company 
naving  acquired  a  connected  gas  supply  and  so  on.  I  am  asking 
you  on  that  basis,  on  the  basis  of  those  assumptions,  would 
you  say  that  a  reproduction  cost  new  of  a  system  now  being  valued 
for  the  first  time  under  regulation,  compiled  on  that  basis 
contains  or  has  made  adequate  allowance  for  going -value  or  going'-* 
ooncern  value? 

^  Well  I  would  say,  Mr  Chambers,  that  with  regard  to  the  factor  of 
efficiency,  which  is  emphasized  here  as  providing  some  presumption 
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in  the  case  of  high  level  efficiency,  that  something  more  should 
be  included  than  the  going  valuation.  I  would  say  that 
with  the  conclusion  that  something  more  should  be  added.  It 
does  not  necessarily  follow  from  the  assumptions  that  you  have 
laid  down,  although  they  do  provide  some  presumption  that  they 
might  possibly  do  so.  That  is,  I  do  not  think  it  is  conclusive 
of  it  but  it  might  provide  some  presumption  that  an  additional 
element  of  value  might  be  considered. 

(Go  to  page  4402) 
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Q  Would  you  say  that  they  are  factors  worthy  of  consideration. 
Will  you  go  that  far? 

A  Yes. 

Q,  THE  CHAIRMAN :  Then  how  would  you  measure  it  in 

terms  of  money. 

A’  I  am  afraid  that  is  a  question  that  I  am  not  able  to  answer, 
Mr.  Chairman.  As  I  indicated,  in  the  submission,  it  seems 
to  me  that  it  is  a  problem  of  judgment.  I  cannot  even 
measure  the  effect  of  the  assumptions  that  you  have  made  now. 

I  say  they  create  a  presumption  of  efficiency  'but  I  do  not 
know  of  any  way  to  measure  the  effect  of  those  and  say  whether 
it  was  quantity  so  much  and  if  is  therefore  a  deserved  assump- 

y 

tion. 

Q,  MR.  CHAMBERS :  Yes.  In  giving  effect  there  would 

have  to  be  some  specific  evidence  as  to  the  extent  of  those 
various  factors.* 

A  That  would  certainly  help  in  the  judgment. 

0  Now  whether  reproduction  cost  new  or  historical  cost  new  is 
used,  the  figure  so  arrived  at  represents  the  appraisal  of 
the  value  of  the  new  plant,  would  it  not? 

A  Well  we  will  assume  that  is  so. 

> 

Q  How  as  however  in  this  particular  case  the  Plant  is  not  in 
fact  a  new  one,  that  plant  will  have  to  be  depreciated. 

A  Yes. 

0  Whether  we  take  reproduction  cost  or  whether  we  take  the 
historical  cost. 

A  Yes. 

On  page  4  of  your  brief,  in  the  third  paragraph  I  think  it 
is,  you  refer  to  depreciation  as  being  of  two  types,  first, 
structural  and  .(b)  functional.  And  then  you  go  on  to  say: 
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f,But  their  significant  effect  is  the  same  in 

\ 

each  case,  namely  a  reduction  in  value.” 

A  Yes . 

Q  Now  then  I  put  this  to  you  that  in  order  to  arrive  at  the 
present-day  value  of  the  plant  that  is  being  regulated  for 
the  first  time  that  the  cost  new  of  such  a  plant  should  be 
depreciated  or  devalued  by  or  to  the  extent  first  of  all 
that  the  existing  plant  has  structurally  deteriorated  by 
wear  and  tear. 

A  That  is  one  of  the  factor's. 

Q,  And  it  should  also,  as  I  understand  it,  be  depreciated 

or  devalued  to  the  extent  that  it  has  suffered  obsolescence 
or  functional  depreciation. 

A  Yes. 

Q,  And  as  I  understand  it,  structural  depreciation  is  the 

physical  deterioration  in  or  the  wearing  out  of  the  plant 
itself.  Is  that  right? 

A  Yes,  that  is  satisfactory. 

Q,  On  the  other  hand  ,  functional  depreciation  is  the  reduction 
in  value  of  the  new  plant  which  is  due  first  of  all  to  obsol¬ 
escence  which  is  caused  by  new  methods  and  new  types  of 
machinery  and  more  efficient  machinery,  that  would  be  one 
thing? 

A  Yes . 

0,  And  it  is  also  due  to  the  inadequacy  or  excess  capacity 
of  the  plant  to  do  the  job-  that  it  is  intended  to  do. 

A  You  can  define  obsolescence  to  include  those  considerations 
as  well. 

q  is  this  a  fair  way  to  put  it,  and  I  am  trying  to  make  sure 

that  I  have  your  terms  clearly,  that  functional  depreciation 
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can  be  said  to  include  both  obsolescence  and  this  question 
of  inadequacy  or  excess  capacity, 

A  We  will  define  it  that  way,  yes. 

Q  And  as  I  understand  it  in  other  words  depreciation  is  the 
extent  to  which  the  actual  existing  plant  falls  short  of 
what  a  new  and  up-to-date  plant  will  be,  would  that  be  a 
fair  way  to  put  it? 

i 

A  In  principle,  yes.  'The  practical  approach  to  the  question 
raises  practical  problems,  i  think  you  can  either  measure 
obsolescence  by  comparing  the  cost  of  reconstructing  the 
identical  plant. 

Q  I  am  coming  to  that. 

A  Or  substituting  a  more  efficient  up-to-date  plant.  That 

« 

would  be  one  way.  The  other  procedure  would  be  to  go  into 
the  plant  and  appraise  the  plant  as  it  is  and  to  depreciate 
the  various  structures,  taking  into  account  the  obsolescence 
in  each  case.  Now  in  principle  perhaps  these  might  not  give 
you  very  different  results  but  I  think  they  might  quite  well 
give  you  different  results,  however,  because  the  comparison 
of  the  completely  new  structure  with  the  existing  physical 
facilities  might  involve  a  much  greater  transition  than  the 
reproduction  of  certain  parts  of  the  existing  plant  because 
of  obsolescence.  But  in  my  view,  the  practical  procedure 
would  be  to  appraise  the  property  as  it  is,  taking  obsolescence 
into  consideration  in  the  valuation  of  the  particular  part. 

My  reason  for  that  is  that  the  procedure  of  comparing  an 
entirely  different  and  substitute  plant  is  too  hypothetical. 
That  is  a  practical  consideration.. 

q  But  no  matter  which  method  you  use,  the  objective  is,  or 

your  desired  objective  is  the  same.  What  we  are  trying  to 
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get  at  is  to  measure  the  extent  to  which  the  plant  now  there 
falls  short  of  what  a.  new  and  up-to-date  plant  would  be. 
is  not  that  the  objective? 

A  In  general  I  agree,  yes.  That  would  be  satisfactory. 

Q  Now  the  extent  of  the  actual  physical  or  structural  deprec¬ 
iation  in  a  particular  plant  which,  as  you  have  told  me,  is 
due  to  wear  and  tear  can,  as  I  understand  it,  be  pretty  well 
gauged  or  estimated  by  a  competent  engineer  by  carefully  ori(^ 
thoroughly  inspecting  it,  who  makes  a  complete  examination  of 
the  property, 

A  I  would  qualify  that  in  one  way.  I  think  that  there  is  a 
tendency,  and  this  seems  to  be  a  generally  accepted  fact, 
that  there  is  a  tendency  for  observed  depreciation  to  under¬ 
estimate  the  extent  of  physical  deterioration.  Eor  the  very 
obvious  and  simple  reason  that  depreciation  based  upon  in¬ 
spection  is  dependent  upon  observation,  that  is  what  you  can 
see.  Now  there  is  very  generally  a  degree  of  depreciation 
that  is  unobservable.  That  is,  this  light  bulb  might  blow 
out  tomorrow  but  looking  at  it  as  it  is  now  it  is  just  as 
good  as  new.  You  could  not  detect  that  deterioration.  Eor 
that  reason  there  is,  I  think,  a  general  tendency  for 
observed  depreciation  to  underestimate  the  full  extent  of 
the  deterioration. 

q  Would  not  a  lot  depend  on  the  man  making  the  inspection? 

A  I  would  certainly  agree  with  that  too. 

q  And  that  appraisal  of  wear  and  tear  by  an  engineer  or  a 
competent  person,  by  actual  inspection,  that  is  what  you 
mean  by  the  term  observed  depreciation? 

A  Yes . 

0  Then  we  have  this  question  of  functional  depreciation,  which 
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involves  more  than  a  mere  inspection  of  the  property  itself, 

I  mean  in  order  to  gauge  it. 

A 

i 

Yes,  it  implies  a  knowledge  on  the  part  of  the  appraiser  of 

alternative  techniques. 

Q 

As  i  understand  it,  in  order  to  assess  the  extent  of 

functional  depreciation,  the  appraiser  in  addition  to  inspect 

ing  the  property  must  make  some  inquiry  or  have  some  knowledg 

as  to  approved  machines  and  inventions  and  so  on? 

A 

Yes. 

Q, 

That  would  be  one  thing? 

A 

Yes. 

Q, 

4 

And  he  must  give  consideration  to  whether  the  present  plant 

is  too  big  or.  too  small  for  the  job  that  lies  ahead  of.it. 

1 

A 

If  we  wish  to  include  that  under  obsolescence. 

Q, 

I  was  including  it  under  functional  depreciation. 

A 

Yes,  all  right  then. 

Q 

Going  back  just  for  a  moment  to  that  matter  of  observed 

depreciation,  where  you  said  a  lot  depended  on  the  man 

making  the  inspection.  If  he  was  competent  and  wanted  to  be 

fair  in  dealing  with  the  question  of  the  light  bulb,  he 

should  make  inquiries  as  to  how  long  it  had  been  in  there 

should  he  not? 

A 

4 

That  would  be  relevant  I  should  think. 

f 

Q 

And  an  engineer  that  did  that  kind  of  thing  would  -  if  we 

know  he  proceeded  that  way,  you  would  give  more  faith  to  it 

than  to  somebody  who  made  a  sort  of  a  horseback  e  xaminat ion. 

A 

Yes,  I  think  evidence  of  a  thorough  examination  and  inquiry 

would  create  confidence  more  than  a  superficial  examination 

would  do. 

Q 

Turning  back  now  to  functional  depreciation.  That  matter 
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of  functional  depreciation  brings  up  this  question  of  an 

identical  or  a  substitute  plant.  You  deal  with  that  on 

* 

pages  15  and  14  of  your  report.  I  refer  particularly  to 
the  paragraph  commencing  at  the  bottom  of  page  15.  I  am 
not  going  to  take  the  time  to  read  it. 


(  Go  to  page'  4408) 
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As  I  understand  it,  that  can  be  done  in  two  ways,  make  a  repro¬ 
duction  cost,  now  basis,  on  the  actual  plant  which  is  there, 
and  then  allow  your  depreciation  on  account  of  its  functional 
depreciation,  that  is  one  way,  or  the  other  way  is  for  you  to 
take  or  decide  on  what  would  be  a  model  plant  if  it  were  put 
in  today  in  the  light  of  the  knowledge,  all  the  knowledge  you 
have,  and  you  take  that  cost  new,  but  not  depreciated  for 
obsolescence,  is  that  what  you  mean  by  that  paragraph? 

YGs. 

And  then  on  page  17  you  state  that  when  the  reproduction  method 
of  appraisal  is  applied  ”the  appropriate  procedure  appears  to 
be  to  determine  depreciation  by  inspection”. 

Yes. 

Now  do  you  include  in  that  inspection  that  question  of  functional 
depreciation? 

Yes . 

The  wider  meaning  of  n inspect ionT?? 

Yes . 

Not  merely  looking  at  the  plant? 

No,  I  mean  appraisal  of  the  plant. 

Yes,  and  if  the  reproduction  cost  new  figure  is  of  that  identical 
plant  which  has  been  there  rather  than  a  substituted  model  plant, 
such  depreciation  should  include  and  allow  for  structural 
depreciation  and  functional  depreciation? 

Ycs  • 

And  if  on  the  other  hand  the  reproduction  cost  new  figure  is 
based  on  or  is  for  a  substituted  and  technically  hew  plant, 
no  allowance  for  obsolescence  should  be  made  in  arriving  at  the 
net  rate,  that  is  your  proposition? 

Yes.  They  would  be  duplicate,  if  you  considered  them  both 
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ways  and  included,  the  deduction  on  both  bases. 

Q,  You  would  be  making  a  double  deduction  for  obsolescence? 

A  Yes . 

Q,  And  that  sort  of  tiling? 

A  Yq  s  • 

Q,  And  on  page  7,  I  an  dealing  now  with  this  question  of  wasting 
assets,  you  state  that  it  is  reasonable  to  conclude  that  the 
owner  would  not  undertake  this  investment  without  seeing  the 
possibility  of  recovering  the  full  amount  of  the  plant  invest¬ 
ment? 

A  Yes  • 

Q  And  secondly,  that  it  would  be  sound  practice  to  transfer  or 

depreciate  the  plant  investment  to  income  account  or  to  reserve 
at  the  rate  at  which  the  raw  material  is  used  up,  and  then  you 
go  on  further  down  to  state  that  in  the  event  of  when  such  a 
plant  is  likely  to  be  appraised  for  public  utility  regulation, 
"The  appropriate  method  for  arriving  at  depreciation  would 
appear  to  be  to  calculate  depreciaion  as. if  the  investment 
had  been  transferred  from  capital  account  at  the  rate  at  which 
the  raw  material  had  been  used  up*u 

A  Yqs  . 

Q,  Nov;  if  we  are  using  reproduction  costs  for  the  purpose  of 
arriving  at  an  initial  rate  base,  when  regulation  is  being 
applied  for  the  first  time,  do  you  suggest  that  these  bases 
should  be  used  or  how  does  that  reconcile  with  your  previous 
statement  that  observed  depreciation  is  the  proper  method 
when  the  reproduction  cost  method  is  used? 

A  Well  the  general  discussion  in  this  submission  does  not  deal 
with  what  I  call  here  "the  special  case  of  a  wasting  asset". 

It  assumes  continuity  of  life  and  perfection  indefinitely, 
whereas  where  the  operations  are  depending  upon  an  exhausting 
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asset,  there  is  an  entirely  new  situation  which  enters  in  and 
consequently  the  recommendations  in  the  submission  here  are  not 

similar  in  this  paragraph  to  these  others  because  of  the  special 
condi  t  ions . 

Q,  So  that  the  previous  statements  there  when  you  said  that,  when 
the  reproduction  cost  method  of  appraisal  is  applied  the  appro~ 
priate  procedure  appears  to  be  to  determine  depreciation  by 
inspection,  that  is  a  general  statement,  but  you  would  intend 
that,  in  this  particular  case,  to  bo  qualified  by  what  you 
say  in  the  case  of  a  wasting  asset? 

A  Yqs* 

Q,  Well  I  suggest  to  you,  Professor  Stewart,  that  that  procedure 
or  method  would  not  really  be  an  accurate  or  scientific  method 
of  measuring  or  allocating  depreciation  as  described  or 
explained  by  you  on  page  4  of  your  report,  and  to  go  bank  to 
page  4  you  talk  about  structural  depreciation  and  functional 
depreciation,  what  do  you  say  as  to  that  proposition? 

A  Well  again  I  have  to  merely  repeat  that  we  are  dealing  with  a 
special  case,  when  an  entirely  different  Consideration  comes 
in.  I  can  conceive  it  to  be  quite  possible  to  appraise  a 
property  by  inspection  and  to  reach  a  valid  conclusion  that  it 
is  as  good  as  new  physically  and  has  suffered  no  obsolescence 
because  there  has  been  no  technical  development  and  yet  that 
plant  cannot  have  more  than  say  a  couple  of  years1 useful  life 
because  there  is  only  a  limited  supply  of  the  materials  available* 
It  would  be  entirely  unreasonable  under  those  conditions  to 
include  in  the  rate  base  the  full,  undepreciated  value  of  the 
plant  and  equipment. 

Q,  The  full  undepreciated? 

A  Yes . 

Q,  You  mean  depreciated  by  observed  depreciation? 
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My  ass  unapt  ions  were  that  there  is  no  observed,  depreciation 
but  I  can  quite  well  conceive  it  happening.  It  is  an  extreme 
illustration,  of  course,  but  it  illustrates  my  point,  which  is, 
namely,  that  the  maximum  useful  life  of  the  structure  is 
dependent  upon  the  supply  of  the  material. 

Well  suppose  there  is  no  plant  there,  and  it  was  considered  in 
tne  public  interest  that  this  gas  should  be  recovered  and  used 
for  the  public,  and  you  put  a  new  plant  in,  would  not  the  public, 
under  the  rate  in  this  case,  have  to  pay  the  entire,  present- 
day  cost  new  of  that  plant? 

Under  your  assumption  1  think  your  conclusion  is  correct. 

And  one  of  the  factors  in  considering  whether  that  is  a  valid 
assumption  or  not  would  depend,  would  it  not,  on  whether  there 
is  enough  gas  there  to  warrant  the  construction  of  the  plant 
and  to  enable  it  to  handle  and  sell  the  product  at  a  price 
reasonable  to  the  consumer,  to  the  public,  would  that  not 
be  so? 

Yes,  and  a  price  to  cover,  to  recover,  to  enable  the  investor 
to  recover  his  investment  over  the  anticipated  life. 

Well  what  I  am  getting  at  is  this,  assuming  that  the  job  to  be 
done  would  warrant  a  new  plant,  assume  that  for  the  moment? 

Yes . 

Now  if  I,  the  owner  of  the  property  already  there . 

I  am  sorry  I  missed  that. 

Assuming  that  the  situation  is  such  that  it  m  uld  warrant  a 
new  plant  being  put  in  as  if  there  was  no  plant  there1? 

Yes  • 


Q,  What  I  cannot  understand, or  I  find  it  difficult  to  understand, 
is  this,  that  I,  under  a  similar  set  of  circumstances,  have 
a  plant  capable  of  doing  the  job,  it  is  down  there,  I  am  putting 
it  in  and  making  it  available  to  the  public,  instead  of  the 
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public  building  a  new  plant,  why  should  the  public  get  the  benefit 
of  any  more  than  the  reduction  in  value  of  that  plant  over  the 
new  plant  by  reason  of  depreciation  as  you  havw  described  it  on 
page  4? 

A  Well  1  am  not  sure  that  this  is  a  complete  answer,  but  I  think 
it  is  at  least  a  partial  answer  to  the  question,  that  at  the 
time  that  the  investment  was  made  the  investor  must  have  had  a 
reasonable  expectation  of  recovering  their  investment  over  the 
whole  expected  life  of  the  asset  and  it  is  naturally  reasonable 
then  to  suppose  that  they  would,  during  the  life  of  the  asset, 
make  provision  for  the  recovery  of  their  investment. 

Q,  In  other  words  then,  do  you  suggest  that,  in  equity,  the  owner 
of  the  existing  plant,  should  pass  on  or  share  with  the  public 
who  is  now  brought  into  the  picture,  the  investment  which  he 
has  amortized  in  the  p^st  because  he  has  written  it  off? 

A  I  do  not  quite  understand  how  you  mean  "share". 

Q,  Well . 

A  T,With  the  consumer1'*  I  think  he  has  already  got  it  from  the 
consumer  • 

Q,  No,  but  he  got  it  under  a  matter  of,  under  private  enterprise? 

A  yes. 

Q,  While  carrying  on  in  his  own  way? 

A  Yes. 

t  \ 

Q,  Now  then,  as  the  matter  is  being  devoted  to  the  public  service 

a  new  set  of  circumstances  arise,  because  the  consumer  now  under 
regulation,  as  I  understand  it,  has  an  indirect  interest  in  the 
operation,  other  than  the  operating  charges  and  oapital  charges 
the  consumer  is  entitled  to  the  benefit  of  the  operation,  is  he 
not? 

A  He  obtains  a  service. 

Q  Yqs,  but  is  he  not  entitled,  after  operating  expenses  are  paid 
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and  after  capital  charges,  fair  capital  charges  as  fixed  by 
the  regulatory  board,  is  it  not  so  that  the  consumer  is  to  get 
the  benefit  of  the  excess  earnings? 

^  A  You  mean  if  the  rate  has  been  set  so  high  that  the  earnings  are 
in  excess  of  the  allowed  rate  then  action  will  later  be  taken  to 
correct  that? 

Q,  Y0s? 

A  That  is  the  rates  would  be  reduced  if  it  seemed  probable 
that  such  conditions  existed. 

Q,  Yes,  what  I  am  suggesting,  Professor  Stewart,  to  you  is  this, 
that  the  effect  of  regulation  is  to  bring  the  consumer  into 
the  position  where  he  has  an  indirect  interest  in  that  operation, 
in  that  he  is  going  to  got  the  benefit  of  the  excess  earnings 
^  of  that  business  over  an  allowed  or  a  fixed  or  a  regulated 

rate  of  return? 

A  Yes,  he  may  also  -have  to  pay  more  if  the  rate  of  return,  the 
rates  fixed  are  not  sufficient. 

(G-o  to  page  4414) 
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Q,  But  is  it  your  understanding  that  under  regulation  in  any 

case  that  he  cannot  be  asked  to  pay  more  than  reasonable  value 

of  the  service  given  ? 

/ 

A  That  is  the  object  of  the  regulation  to  achieve  that. 

Q>  Well  getting  back  to  this  other  point  again.  Now  would  you 

agree  with  me  in  this,  that  the  past  losses  or  profits  suffered 
or  made  by  the  operator  of  the  plant  prior  to  regulation  should 
not  affect  the  present  net  value  of  the  plant  or  the  present 
rate  base  to  be  used  for  the  first  time  ? 

A  Yes  I  agree  with  that. 

Q,  Now  why  is  that  a  sound  principle  ? 

A  Well  I  think  that  in  general. the  answer  would  be  that  bygones 
are  bygones  and  you  simply  start  from  the  existing  position 
and  it  would  be  an  unsafe  general  principle  to  base  the  immed¬ 
iate  decisions  upon  mere  past  experience.  Now  that  I  take  it 
is  not  inconsistent  with  the  position  I  have  suggested  with 
regard  to  the  fact  of  depletion  in  the  case  of  a  wasting 
asset.  I  merely  suggest  it  was  reasonable  in  that  case  at 
the  present  time  to  assume  that  the  utility  has  made  provision 
for  the  recovery  of  its  investment  over  the  expected  life  of 
the  field. 

Q,  Suppose  it  has  not  ? 

A  That  is  just  too  bad. 

Q  Suppose  its  business  is  such  that  there  was  not  enough  earnings 
to  make  any  provision  for  return  of  investment  ? 

A  That  likewise  is  unfortunate,  but  these  things  happen.  I  mean 
when  the  investor  invests  his  funds  he  takes  a,  risk.  You  can¬ 
not  get  away  from  that,  and  I  do  not  consider  any  part  of  the 
function  of  regulation  to  enable  investors  to  avoid  risks. 

That  is,  avoid  losses  and  yet  give  them  the  benefit  of  all  the 
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favourable  conditions  that  develop. 

Then,  Prof.  Stewart,  as  I  understand  it  you  say  in  a  plant  of 
such  a  nature  as  this,  by  turning  over  to  the  utility  for  the 
first  time  the  new  plant,  you  would  of  course  put  the  full 
cost  in  the  rate  base,  a  new  plant  built  now  ? 

i 

Yes,  but  in  presenting  a  question  earlier  you  said  if  con¬ 
ditions  would  warrant  it  ? 

Yes,  that  is  implicit  in  my  question. 

If  the  conditions  warranted  it  and  there  being  no  old  plant 
that  would  be  reasonable. 

You  say  if  I  supply  the  second  hand  plant  or  a  plant  already 

t 

installed  that  had  already  processed  some  gas  in  that  same 
area,  that  I  should  take  a  figure  somewhat  less  and  that  that 
reduction  should  not  be  based  upon  the  extent  to  which  the 
plant  had  fallen  short  of  being  a  new  one  due  to  wear  and  tear 
and  also  functional  depreciation  ?  That  is  in  effect  your..... 
Yes,  that  is  my  conclusion. 

And  you  in  effect  say  then  that  a  present  rate  base  fixed  for 
the  first  time  would  depend  to  a  certain  extent  on  the  amount 

.*  if  .  .  , 

of  gas  that  has  been  handled  by  the  plant  prior  to  regulation  ? 
Yes  I  would  rather  put  it,  the  amount  which  is  still  remaining. 
I  think  that  is  the  important  factor.  What  is  in  the  bottom 
of  the  bottle,  Mr.  Chambers,  is  much  more  important  to  me  than 
what  has  gone  out  of  it. 

Yes,  but  from  the  standpoint  of  the  owner  the  amount  that  has 
gone  through  is  most  important,  using  your  formula,  is  it  not  ? 
Well  no,  that  would  vary  with  the  extent  of  the  depletion  which 
had  occurred.  It  is  a  proportionate  problem  is  it  not  ? 

Yes,  but  my  proposition  is  so  is  it  not  that  you  would  depre¬ 
ciate  the  rate  base  under  these  circumstances  by  an  amount 
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depending  to  a  certain  extent  on  what  gas  has  been  handled  in 
the  past  ? 

A  Yes,  the  depreciation  is  related  to  that,  the  value  of  course 
is  inverse  and  is  more  related  to  what  is  left.  And  that  is 
really  the  value  for  the  purpose  of  rate  base  is  what  we  are 
trying  to  get  at  and  my  contention  is  that  is  directly  related 
to  the  amount  of  reserves  which  determine  the  expected  useful 
life.  Mr.  Chambers,  I  might  say  that  I  do  not  know  all  of  the 
conditions  in  this  particular  case  and  my  statements  are  of  a 
general  kind.  I  am  not  thinking  of  the  particular  conditions 
here,  because  I  do  not  know  them  all. 

Q,  But  I  do  suggest  to  you,  Prof.  Stewart,  that  a  rate  base  fixed 
by  applying  that  principle  which  you  have  set  forth  on  Page  7 
(Exhibit  131)  with  respect  to  the  wasting  assets  that  would 
depend  to  some  extent  on  the  accident  of  how  much  business  this 
company  did  under  private  regulation.  Is  that  a  true  statement? 

A  Well  I  am  not  sure  that  I  approve  of  the  word  T,a cc id ent1T .  I 

think  it  is  a  matter  of  consideration  at  the  time  of  the  invest¬ 
ment  and  assuming  that  the  decisions  with  regard  to  rate  of  use 
and  so  on  were  made  at  that  time,  that  is  not  entirely  an 
a  ccident . 

Q,  It  is  an  accident  so  far  as  the  consumer  is  concerned,  is  it 
not  ? 

A  I  still  do  not  like  the  use  of  the  word,  but  all  right  I  will 
say  yes. 

Q,  Now  I  suggest  to  you  that  if  the  consumer  or  the  public  under 
regulation  should  not  be  expected  to  underwrite  prior  losses  or 
to  share  in  the  prior  profits,  that  similarly  they  should  not 
have  their  rate  base  increased  due  to  the  unfortunate  circum¬ 
stances  of  the  owner  prior  to  regulation  having  conducted  very 
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little  business,  and  on  the  other  hand  that  they  should  not 
benefit  by  its  having  had  a  lot  of  business  through  his  plant. 
In  other  words  I  am  suggesting  to  you  that  the  principle  of 
past  losses  and  past  profits  and  the  principle  of  depreciation 
on  the  basis  of  throughput  are  analogous  ? 

I  think  the  case  would  be  the  reverse  of  what  you  suggested 
Mr.  Chambers.  Would  you  mind  repeating  the  statement  ? 

I  say  that  if  the  principle  is  sound  that  the  consumer  should 
not  make  up  the  losses  suffered  by  the  owner  prior  to  regu¬ 
lation  and  should  not  share  in  the  profits  that  he  has  accumu¬ 
lated  prior  to  regulation,  that  on  the  same  basis  he  is  not 
entitled  to  share  in  having  a  smaller  rate  base  merely  because 
the  utility  had  a  lot  of  business  in  the  past,  nor  should  he 
be  obligated  to  underwrite  a  high  rate  base  because  the  utility 
lost  in  the  past.  I  suggest  one  principle  is  sound  and  the 
other  must  be  too. 

Well  I  think  the  consideration  there  is  still  what  is  left  and 
we  have  to  find  some  way  to  determine  a  rate  base  in  relation 
to  what  is  left.  Now  I  suggest  the  reasonable  basis  is  that 
if  half  of  it  was  left  and  half  is  gone  the  property  has 
been  in  effect  depleted  by  one  half  of  its  value. 

You  would  at  least  agree  with  this,  Prof . Stewart ,  that  the 
application  of  that  method  which  you  suggest  on  Page  7,  would 
not  in  any  case  be  an  accurate  measurement  of  the  depreciation 
you  are  talking  about  on  Page  4  ? 

Yes  we  are  dealing  with  a  special  case,  with  special  consider¬ 
ations  involved  and  I  can  see  no  more  reasonable  basis  than 
that  which  I  have  suggested.  I  am  not  considering  it  so  much 
on  grounds  of  equity  as  on  grounds  of  its  effect  and  any  other 
basis  would  I  think  under  not  infrequent  conditions  give  quite 


r 


■ 


r< 


■  £ 


i 


.!  r:  ( 


j- 


b 


c 


•  t  ' 


j 


-i- 

) 


■VI 


L  f. 


+  I  ■ 

.)  V.  .  :  L  --W  *  •  J  . 


r< 


'  •  i.  V. 


.  !  J 


'' 


‘A 


•?J 


•** 


I  •  :  J  :  i  • 


J  .i.  .L 


ft  J. 


1 


,/  is; 


t 


n  ■  j 


j'l 


i.  ij 


ff . 


■  - :  ;n 


/  «.  - 


erfs  .i-.irorv-.:  Jarir  no 


r  i 


n  a  x  t 


loiTO  jG 


! 


■'10 


A  . 


i.  J 


•  T 


V  .■ 


„  J  r.  t 


o  J 


bn 


t 


.i.  .1 


t,  ;  io 


0 


'1 


if:  o 


■r> 


!' .  :-i 


CT/  f 


J  j"  j  • 


n.'. 


i  . 


M-2-5 


Andrew  Stewart, 

Cross-Exam,  by  Mr.  Chambers* 


-  4418  - 


absurd  effects.  That  is  if  you  had  the  sort  of  case' where 
there  was  little  observed  depreciation  either  in  terms  of 
structural  depreciation  or  obsolescence  when  you  were  at  the 
point  where  the  reserves  were  practically  exhausted  and  regu¬ 
lation  was  imposed  at  that  stage  to  attempt  to  put  the  full 
new  value  of  the  property  in  the  rate  base  would  give  complete 

ly  absurd  results  in  terms  of  the  rates  that  you  would  have  to 
charge. 

Well  I  am  making  a  counter-suggestion  in  a  situation  of  that 
kind,  if  that  were  so  the  Legislature  would  not  in  the  public 
interest  have  imposed  legislation.  Is  that  not  a  fact  ? 

Not  necessarily.  It  could  conceivably  be. 


(  Go  to  Page  44JL®  ) 
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Well  now,  what  would  you  say  as  to  this  proposition, 

Professor  Stewart,  that  existing  depreciation  or  valuation 
for  appraisal  purposes  based  merely  on  the  proportion  of 
■volume  for  past  throughput  to  the  total  estimated  is  unfair 
and  unsound  in  that  if  the  estimated  future  volume 
of  throughput  is  admittedly  conservative,  the  present 
deduction  for  depreciation  would  be  too  great  and  the  excess 
deduction  now  made  for  rate  base  purposes  would  never  be 
restored  to  or  recovered  by  the  utility  company.  What 
would  say  as  to  that? 

Well  I  can  conceive  of  that  situation  developing  and  in 
the  end  reaching  the  posi tion  where ,  because  of  the  conservative 
estimated  reserves,  and  assuming  that  the  plant  was  depreciated 
on  the  basis  of  the  estimated  reserves,  that  you  would  come 
eventually  to  this  position  where  there  are  still  reservesmand 
your  rate  base  be  completely  eliminbte^ .  I  can  see  that 
happening . 

That  is  right.  And  it  would  have  the  effect  of  now,  in 

setting  up  the  original  rate  base  . 

Yes. 

That  the  deduction  now  is  more  than  it  would  be  if  we  knew 
exactly  what  the  picture  is  in  the  future,  assuming  that 
we  are  taking  what  is  known  as  a  conservative  figure. 

Yes,  a  deliberately  conservative  figure. 

Yes. 

Why  should  we,  Mr.  Chambers?  Why  be  deliberately  conservative? 
Well,  let  me  say  this  to  you,  assume  that  the  Board  has 
evidence  of  various  engineers. 

•  Yes. 

Petroleum  engineers. 
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Yes  • 

And.  they  all  say,  "Well  now,  we  make  this  estimate.  We  consider 
it  to  be  conservative,  on  the  safe  side.n  Suppose  that  is  all 
the  evidence  this  Board  has  as  to  these  reserves.  I  am  suggesting 
to  you  to  employ  the.  method  which  you  suggest  on  page  7  in 
arriving  at  this  present  rate  base,  to  apply  that  without  any 
quqlificat ion,  might  very  well  result  in  an  element  of  unfairness 
to  the  utility? 

It  would  certainly  result  in  a  lower  rate  basc’than  if  the 
estimate  was  higher. 

And  the  lower  rate  base  nr  ans  dollars  and  cents  to  the  original 
investment? 

On  the  other  hand  it  does,  of  course,  reduce  the  risk  so  far  as 
the  investors  are  concerned. 

But  that  is  not  a  full  return? 

That  is  a  compensating  consideration. 

But  so  far  as  arriving  at  a  rate  base,  which,  I  take  it, you 
admit  should  be  a  present-day  fair  value,  would  you  agree  with 
me  on  that? 

Yes,  that  is  aterm  we  can  always  agree  with. 

You  wouldnTt  agree  that  if  the  evidence  before  the  Board  as  to 
future  reserves  and  throughput  is  admittedly  conservative,  that 
the  Board  in  applying  th.6  method  which  you  suggest  on  Page  7 
should  make  some  allowance  for  that  factor  that  I  have  just 
described  to  you? 

Providing  at  the  same  time  it  took  it  into  account  in  determining 
the  rate  of  return. 

Going  back  for  a  moment  to  this  initial  rate  base,  and  its  being 
stable  for  the  future? 

I  do  not  know  if  I  can  help  by  a  fuller  statement  on  this  point. 
Perhaps  I  can,  Mr .Chambers « 
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Yes,  I  would  be  very  glad  if  you  would. 

Subject  to  one  qualification,  I  would  agree  with  you.  If  we 
could  take  1943  as  a  normal  figure,  then  my  argument  would 
suggest  that  the  full  reproduction  cost  of  1943  should  be  taken. 

The  one  qualification  is  that  I  think  on  the  basis  of  my  suggestion 
you  will  notice  that  there  is  also  the  guarantee  of  original 
cost  as  a  minimum.  Now  in  that  sense  you  are  guaranteeing  against 
loss  which  is  some  consideration,  and  perhaps  then  to  give  the 
full  amount  or  reproduction  cost,  and  in  guaranteeing  it  against 
loss,  in  terms  of  something  less  than  the  original  investment, 
that  is  quite  generous. 

Yes,  but  at  the  same  time  while  guaranteeing  against  drop  you 
are  taking  away  the  possibility  of  any  benefits  from  ire  re as e? 

Well,  if  there  was  a  change  in  the  level  of prices,  the  1943  no w 
becomes  normal  around  which  the  prices  vary, then  I  would  agree 
subject  to  the  other  qualified; ion. 

Ygs? 

That  full  reproduction  cost  at  that  pries  level  should  be  taken. 
And  that  brings  up  just  a  matter  to  which  I  intended  to  refer  for 

4 

a  moment,  and  I  think  you  touched  it  on  it  in  your  report,  Prof¬ 
essor  Stewart.  Are  you  familiar  with  the  book,  the  Economics  of 
Public  Utility  Regulation  by  Barnes? 

By  Barnes? 

Yes? ' 

No,  it  is  not  one  that  I  am  familiar  with. 

And  I  am  referring  to  a  statement  that  is  found  at  Pages  567  and 
568,  and  I  am  not  going  to  take  time  to  road  them,  but  in  effect 
he  says  there  that  some  years  ago,  I  think  it  was  around  1930, 
yes,  1930,  there  was  some  discussion  or  some  idea  in  the  State  of 
New  York  to  introduce  what  they  call  a  model  bill  to  deal  with 
this  rate  base  business.  Have  you  over  run  across  that,  or  know 
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anything  about  that? 

A  Yes,  X  have  seen  it* 

Q,  And  I  think  that  Professor  Bonbright  was  one  .of  the  members 
* 

of  that  commission,  and  they  suggested  that  the  desirable  end 
is  to  have  prudent  investment.  In  other  words,  there  should  be 
stability  rather  than  reproduction  cost  every  time  there  is  a 
rate  base,  and  it  was  proposed  in  this  model  bill,  one  of  the 
reasons  it  was  proposed,  was  this  Article  5  of  the  Anerican 
Constitution  about  not  depriving  people  of  property  without 
due  process  of  law,  and  also  in  the  sense  of  fairness,  because 
the  rules  are  being  changed,  this  bill  should  provide  that  the 
initial  rate  base  should  be  on  reproduction  cost  less  depreciation, 
and  that  that  would  form  the  initial  prudent  investment  in  the 
.  utility  as  such.  Mow,  I  take  it,  that  you  more  or  less  agree 
with  that  statement,  subject  to  the  qualification  whether  the 
reproduction  cost  is  at  the  peak? 

A  Yes.  I  would  safeguard  the  utility  against  the  application 
of  that  principle  in  a  period  of  very  low  prices, 

Q,  By  giving  it  the  right  of  choice? 

A  Yes,  by  giving  it  the  right  of  choice. 

THE  CHAIRMAN;  We  will  adjourn  for  a  few  minutes'. 

(At  this  juncture  a  short  adjournment  was  taken). 

MR.  CHAMBERS;  If  the  Board  pleases,  that 

cohcludes  my  cross-examination.  Thanks  very  much,  Professor 
Stewart . 

THE  CHAIRMAN-;  Now,  before  we  have  any  further 

cross-examination,  you  all  know  that  while  I  never  attempt  to 
aurtail  cross-examination,  and  I  have  no  intention  of  doing  so 
today,  but  Professor  Stewart  has  entered  into  the  period  of 
examinations  in  the  University,  and  if  we  do  not  finish  with 
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him  tomorrow,  he  woald  not  be  able  to  come  back  until  sometime 
in  January.  And  if  that  could  be  kept  in  mind  we  might  finish 
with  him  tomorrow. 

9  HR*  PENERTY:  I  do  not  think  mine  will  be . 

I  won't  say  how  long  but  I  do  not  think  it  will  be  so  very  long. 


BY  HR*  PENERTY. 

Q,  Professor  Stewart,  on  Page  1  of  Exhibit  132,  nIt  is  possible, 
and  desirable,  to  interpret  the  public  interests  more  widely 
than  that  of  the  interests  of  the  consumers  immediately  affected." 
I  gather  from  that  you  make  a  distinction  between  public  interest 
and  the  immediate  consumers? 
w  A  That  is  so,  yes. 

Q.  And  would  you  define  the  public  interest  that  you  had  in  mind? 

A  Well,  the  specific  thing  I  had  in  mind  is  perhaps  this  one, 

mainly,  one  of  the  things  that  would  greatly  benefit  the  public 
generally  would  be  greater  stability,  that  is  the  avoidance  of 
extreme  fluctuations  in  prices  and  employment.  I . think  that  is 
one  of  the  considerations  which  you  might  take  into  account  in 
deciding  methods  of  public  utility  regulation. 

Q,  Would  you  me  an,  for  instance,  provincial  interests,  the  interests 
of  the  Province  as  a  whole? 

®  A  Yq3,  and  wider  than  that. 

Q,  And  you  would  not  think,  for  instance,  that  the  City  of  Calgary  or 
perhaps  the  City  of  Lethbridge  was  to  be  charged  with  the 
burden  of  the  interest  of  the  Province  as  a  whole  in  supporting 
that  interest,  would  you? 

A  I  would  think  that  they  were  primarily  concerned  with  this  within 
their  ovn  jurisdiction. 

Q,  Yes.  And  did  you  perhaps  also  have  in  mind  consumers  of  the  future 
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who  might  not  be  the  consumers  of  the  present? 

Yqs,  I  think  that  the  representatives  of  society  have  to 
think  of  the  continuing  society. 

For  instance,  we  might  have  a  carbon  black  plant  in  Turner  Valley 
at  some  time  in  the  future? 

I  would  not  know,  but  if  that  is  so,  yes. 

But  that  is  possible,  that  sort  of  thing  is  possible? 

Conceivable,  yes. 

V/e  might  even  have  a  gaso  line  plant  with  further  refinements 
than  the  present  production  of  the  natural  gasoline,  you  have 
heard  of  such  a  thing? 

Yes,  that  is  conceivable. 

We  might  even  have  another  Ammonia  Plant  outside  of  the  City 
limits  of  Calgary,  somewhere  between  tore  and  Turner  Valley, 
perhaps? 

s 

That  is  conceivable  also. 

So  that  the  interests  you  have  in  mind  are  many  and  extensive 
beyond  those  of  the  people  burning  gas  today  in  their  furnaces 
and  in  their  plants? 

I  suggested  that  wider  consideration  as  part  of  it. 

And  I  take  it  that  you  will  agree  with  me  the  protection  of 
those  wide  interests  does  not  rest  exclusively  with  the  people 
who  happen  to  be  on  the  Canadian  Western  gas  lines  today? 

No.  I  agree  with  that,  yes. 

Yes.  And  it  would  follow  then  that  if  those  interests  are  to  b6 
protected,  the  protection  must  come  at  least  in  part  from 
sources  other  than  the  people  on  those  lines  today? 

Yes. 

Now  before  discussing  some  other  portions  of  your  report,  I 
want  to  get  your  views  on  a  matter  that  we  discussed  with  Mr. 
Zinder,  the  previous  witness,  at  some  length*  It  had  perhaps 
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to  do  with  competitive  prices. 

And  during  the  giving  of  the 
evidence  by  Mr.  Zinder,  we  had  evidence  as  to  prices  of 
gas  in  other  fields,  various  parts  of  the  United  states; 
and  we  had  a  brief  before  us  which  has  been  withdrawn  and 
which  is  going  to  be  revised,  dealing  with  prices  of  other 
competitive  fuels,  coal  to  be  specific.  And  I  refer  to 
some  of  the  evidence.  I  think;  I  am  right  in  saying  that 
Mr.  Zinder’s  theory  on  the  effect  of  competitive  prices  in 
Calgary  of  other  fuels  is  that  when  you  get  a  price  of 
another  fuel  which  would  compete  in  the  same  market,  you 
had  established  the  maximum  ceiling  for  the  price  of  gas 
in  Calgary.  And  I  discussed  with  Mr.  Zinder  the  position 
that  if  instead  of  coal  and  some  other  fuel  we  had  before 
this  Board  a  proposal  for  the  supplying  of  gas  at  the 
present  rate,  assuming  that  that  supply  would  come  from 
a  field  comparable  to  the  Turner  Valley  field  in  quality, 

I  suggested  to  Mr.  Zinder  that  that  would  set  the  maximum 
price  for  gas  in  Calgary.  I  think  I  will  again  refer  to 
it.  He  agreed  with  me  it  'would  except  for  the  matter  of 
Government  policy.  I  think  that  is  putting  it  fairly. 

How  what  would  you  say  to  that  proposition,  assuming  that 
there  was  . 

Under  conditions  of  competition,  a  competitive  set-up,  there 
is  only  one  price  for  the  same  commodity. 

There  is  only  one  what? 

There  is  only  one  price  for  the  same  commodity. 

I  am  inviting  you  to  consider  the  position  if  there  is 
placed  before  this  Board  an  offer  to  supply  gas  in  the 
City  of  Calgary  or  to  the  Canadian  Western  Gas  Company 
we  will  say  at  the  present  price  paid  by  the  Canadian 
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Western  Company  for  Turner  Talley  gas,  would  you  say  that 
apart  from  some  Government  policy  that  should  determine 
the  ceiling  and  the  highest  price  at  which  gas  could  be 
charged  for? 

I  would  say  that  the  uninfluenced  choice  of  the  Gas  Company 
would  be  to  buy  from  the  cheapest  source  and  that  that 
would  determine  the  price. 

That  would  determine  the  maximum.  Enquiry  might  establish 
that  there  might  be  a  lesser  rate  probably  available  would 
it  not? 

If  that  were  the  case  then  the  lesser  rate  under  competitive 
conditions  would  prevail. 

That  proposition  would  be  the  maximum  would  it  not? 

Under  competitive  conditions. 

Now  I  want  to  work  out  something  with  you  if  you  will. 

Quite  frankly  I  do  not  know  the  answers.  I  want  you  to 
consider  the  position  which  the  Chairman  invited  us  to 
consider  when  that  proposition  was  put  to  Mr.  Zinder. 

Page  4188.  The  Chairman’s  re-action  at  that  time  was 
as  follows: 

’’The  Chairman:  Why  should  there  not  be  a 

market  sharing  position  as  between  fields,  just  as 
there  is  going  to  be  a  market  sharing  position 
as  between  the  areas  in  Turner  Talley  and  that  the 
wholesale  price  to  the  Canadian  Western  would  be 
a  blending  of  the  two,” 

That,  I  take  it,  refers  to 


Government  policy  or  Board  policy.  Now  assuming  for  a 
moment  you  have  such  a  policy  and  that  it  is  going  to  be 
given  effect  to,  a  market  sharing  position  and  we  are 
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going  to  disregard  competitive-  prices. 

Beg  pardon? 

We  are  going  to  disrDgard  the  competitive  offers.  'We  are 
going  to  have  a  market  sharing  position.  Have  you  given  any 
consideration  to  where  that  leads?  Have  you  thought  of  that 
particular  problem? 

Yes.  I  might  say  in  connection  with  this  particular  sub¬ 
mission  of  mine  I  was  not  primarily  concerned  with  this 
sort  of  thing,  this  aspect  of  the  problem,  but  I  am  quite 
willing  to  consider  it. 

I  am  going  to  discuss  with  you  a  couple  of  other  enter¬ 
prises,  We  have  in  Turner  Valley  a  little  company  operating 
and  distributing  gas  to  householders  in  Turner  Valley.  The 
Valley  pipeline  Company. 

THE  CHAIRMAN:  The  valley  Gas  Company. 

MR.  FENERTY:  Yes,  the  Valley  Gas  Company  which 

gets  its  supply  from  the  same  source.  We  have  the  Northwest 
Utilities  in  the  City  of  Edmonton  which  gets  its  supply  from 
another  source  in  the  Province  of  Alberta.  I  have  got  three 
sources  to  discuss  with  you,  the  Viking  field  in  the  City 
of  Edmonton  and  another  at  the  momen.t ,  as  far  as  you  are 
concerned,  a  hypothetical  field,  which  is  not  Turner  Valley 
I  may  tell  you  but  for  the  purposes  of  the  record  it  is  the 
Princess  field  that  was  discussed  before;  and  the  Turner 
Valley  field.  I  want  you  to  give  me  the  benefit  of  your 
advice  as  an  economist  as  to  how  you  would  handle  that 
kind  of  situation  once  you  eliminated  the  competitive 
features . 

We  have  shown  considerable  ingenuity  in  devising  these 
schemes  of  allocation  of  market  in  cart ellisat ion  of 
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sales  and  so  on,  procedures  are  complicated  and  have  to  be 
adapted  to  a  particular  situation. 

Q,  Yes. 

A  I  can  conceive  that  with  sufficient  legislative  control  of 
the  situation  that  an  effective  scheme  of  that  kind  could 
be  worked  out.  That  is. if  it  is  not  impractical  . 

q  First  of  all  would  you  concede  that  the  City  of  Calgary, 

to  take  a  particular  municipality,  should  not  be  penalized 
in  any  result  because  of  the  fact  that  the  Turner  Valley 
field  happened  to  be  close  to  it.  Is  that  sound  economics? 

A  Excepting  the  term  ’’penal ize” ,  I  would  think  on  the  whole 
I  would  want  to  avoid  penalizing  any  particular  group  of 
consumers . 

MR.  STEER:  Should  they  not  get  benefits? 

0  MR.  FENERTY:  We  will  start  first  with  the 

proposition  that  because  of  the  closeness  of  the  field  or 
because  of  the  presence  of  the  Turner  Valley  field  close 
to  the  City  of  Calgary,  they  should  not  be  penalized.  You 
wi 11  agree  w i t h  tha t  ? 

A  I  think  one  consideration  would  be  to  avoid  penalizing  them. 

0,  And  they  should  get  some  bene i its  shouldn’t  they? 

A  Erom  the  closeness  of  the  field? 

q  Yes. 

A  Well  I  see  some  tendency  to  get  awqy  from  that.  That  is 

the  competitive  principle  but  there  is  apparently  a  tendency 
to  get  away  from  that.  Now  what  tue  ultimate  effect  in 
terms  of  equity  are,  I  am  not  sure.  But  in  many  cases  we 
are  seeing  an  attempt  at  unit  operations  which  takes  in 
larger  areas  and  which  combines  different  situations  under 
one  integrated  scheme. 
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0,  I  want  you  to  just  consider  something  which  is  purely 

hypothetical  with  me.  Let  us  assume  for  a  moment  as  a  result 
of  an  agreement  or  the  result  of  an  inquiry  that  a  reduction 
should  be  made  in  the  rate  for  gas  in  the  City  of  Edmonton, 
do  you  see.  The  City  of  Edmonton  with  the  same  rate  we  have. 
As  a  result  of  this  inquiry  an  increase  should  be  made  in 
the  rate  in  the  City  of  Calgary.  You  have  close  to  Calgary 
a  field  where  they  are  prepared  to  supply  gas  to  the  City 
of  calgaxy  at  the  present  rate.  You  could  not  have  that 
situation  could  you  in  any  economic  set-up? 

A  I  do  not  think  it  is  impossible.  You  could  have  it. 

Q  Not  if  you  are  going  to  consider  this  as  a  resource  of  the 

public  as  a  whole,  this  natural  gas  in  Alberta. 

A  It  would  not  be  consistent  with  that  conception,  no. 

Q,  Is  not  this  the  .situation,  either  you  have  got  to  consider 

it  as  a  resource  of  this  whole  Province,  with  everybody 
sharing  the  benefits  and  the  burdens, or  if  you  are  going 
to  consider  the  City  of  Calgary  alone  you -have  to  leave 
them  to  that  competitive  gas  price  from  another  field.  It 
is  one  thing  or  the  other  is  it  not? 

A  Not  necessarily,  sir. 

q  No.  what  would  be  the  intermediate  position? 

A  You  could  have  in  fact  a  differential  price  as  between 

different  markets.  I  mean  it  is  not  impossible. 

q  in  which  the  city  that  is  nearer  to  the  resources  will  pay 
more? 

A  We  have  other  cases  where  that  happens,  people  tell  me 

that  you  can  buy  oranges  in  Canada  cheaper  than  you  can  in 
California  where  they  are  grown.  So  that  I  say  it  is  not 
impossible  to  have  that. 
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Q  When  you  .say  that  I  understand  you  have  in  mind  the  protection 
of  the  utility,  Is  your  conception  of  utility  practice  to 
adjust  the  apportionment  as  between  the  utility  on  the  one 
hand  and  the  consumer  on  the  other?  I  mean  you  do  give 
some  consideration  to  the  consumer, 

A  Yes,  quite. 

r  Do  you  think  there  is  any  possible  set-up  that  having  in 

mind  the  interests  of  both  which  would  justify  greater  costs 
to  those  closer  to  the  natural  resource? 

A  My  answer,  Mr.  Fenerty,  is  that  it  is  not  impossible. 

Q,  That  is  not  impossible? 

A  But  my  own  judgment  would  be  that  it  would  be  a  bit  undesir- 
ab  le . 

q,  You  would  not  do  it  if  you  had  charge  of  the  operation? 

A  That  is  too  hypothetical  a  question. 

THE  CHAIRMAN :  At  the  moment,  Mr.  Fenerty,  the 

gas  rates  in  Edmonton  are  greater  than  the  gas  rates  in 
Calgary.  Do  you  think  that  that  should  be  cured  right  away? 
MR.  HARVIE:  I  think  so. 

MR.  FENERTY:  What  was  that? 

THE  CHAIRM AN:  Cas  rates  in  Edmonton  are  greater 

than  the  gas  rates  in  Calgary.  If  your  theory  is  sound  we 
should  have  that  cured  right  away.  That  differential  should 
not  exist. 

MR.  FENERTY:  I  do  not  know  what  the  result  is. 

I  do  think  this  and  I  say  it  in  all  seriousness.  Unless 
there  is  some  Government  Provincial  policy  dealing  with  a 
natural  resource  which  is  for  the  benefit  of  the  people 
of  this  Province  as  a  whole,  in  which  case  the  obligations 
should  be  shared  by  the  Province  as  a  whole  ,  that 


# 


.  * 


/ 


T-2-7 


A.  Stewart, 

C$oss-Ex,  by  Mr.  Fenerty. 

* 

-  4432  - 
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Mr.  John  Galloway’s  office  or  this  Board  should  not  settle 
the  ceiling  for  gas  in  .Calgary. 

MR.  CHAMBERS:  Should  you  not  say  that  to  the 

Legislature? 

MR.  FENERTY:  •  I  have  not  said  anything  to  the 

Legislature,  I  am  not  talking  to  the  Legislature.  I  am 
going  to  talk  to  them. 

MR.  CHAMBERS:  I  wonder  why  you  have  not. 

MR.  NENERTY:  I  am  content  to  take  either  way 

but  I  do  not  want  to  have  both  sides  to  the  middle. 

Now  we  will  go  on  to  something  else.  In  discussing  the 
basis  of  value  and  the  basis  of  depreciation  we  have  had 
discussions  on  proper  rate  base,  proper  rate  of  return  and 

we  have  had  discussions  as  to  the  effect  of  a  high  rate 

* 

base  and  a  low  rate  of  return  and  the  opposite  situation 
and  so  on.  I  want  to  discuss  with  you  what  I  think  is  a 
special  situation  in  this  Turner  Talley  area  we  have  here. 

I  want  you  to  assume  for  a  moment  that  there  is  a  fixed  and 
in  all  probability  a  falling  market  for  dry  gas  from  Turner 
Talley.  When  I  speak  of  gas  I  am  referring  to  residue  gas. 
We  have  had  estimates  here  from  the  G-as  Company  on  future 
consumption  which  show  reduction.  Assuming  for  the  moment 
that  those  are  correct  and  that  due  perhaps  to  a  change  in 
war  conditions,  various  centres  go  off  the  line.  Others 
go  off  for  other  reasons.  For  instance  I  believe  I  am 
correct  in  saving  that  the  Ogden  Shops  have  already  re¬ 
converted  to  coal.  Assuming  you  have  various  things  which 
probably  result  in  a  falling  market  and  certainly  preclude 

i 

an  increased  market,  at  present  prices  for  gas.  That  is 
the  first  thing  I  want  you  to  assume.  Then  I  want  you  to 
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assume  that  evidence  will  indi cat e ‘ that  tne  money  available 
from  that  market,  irrespective  of  increases  and  decreases 
in  prices,  will  largely  be  the  same  in  its  total;  that  you 
^  will  have  a  more  or  less  fixed  amount  available.  It  might 

go  up  a  hundred  thousand  dollars  or  down  a  hundred  thousand 
dollars.  But  you  will  not  have  more  than  a  certain  amount 
available,  we  will  say  the  present  amount  available  from 
that  market.  You  have  got  a  fixed  market  and  a  certain 
amount  of  money  to  play  with,  I  want  you  to  assume  that 
you  have  operating  charges  that  will  continue,  wages  and 
so  on.  You  will  have  a  rate  of  return  which  may  or  may  not 
be  fixed.  What  is  going  to  be  the  situation  if  on  the 
value  you  establish  for  the  equipment  in  use  the  market  will 
9  not  provide  the  money  to  meet  your  amortization,  yearly 

amortization  rates  and  your  rates  of  return  and  your  other 
charges  that  must  go  on.  How;  do  you  take  care  of  that 
situation? 


(Go  to  page  4454) 
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Q, 

A 


Q, 

A 

Q, 

A 


Q, 


The  conditions  you  quote,  am  I  right,  it  then  becomes  imposs¬ 
ible  to  sell  as  much  as  is  currently  being  sold  at  the  same 
price  as  before,  there  is  a  declining  market  ? 

Yes . 

Then  if  the  price  remains  the  same  that  means  that  less  will 
be  taken,  the  revenue  will  tend  to  fall  off. 

Yes. 

The  effect,  there  would  be  less  taken  in  that  event,  depending 
upon  the  method  of  allocating  the  reduced  quantity  between 
different  people. 

Yes . 

The  individual  operating  cost  would  also  be  affected  and  on 
the  whole  I  would  expect  that  the  provision  of  the  service 
would  become  less  profitable  under  those  conditions. 

Do  I  gather  from  that  that  you  mean  that  your  allocation  as 
between  the  different  interests  must  be  such  as  to  preserve 
the  only  market  there  is  for  the  dry  gas  ? 

Well  I  am  in  this  difficulty,  Mr.  Fenerty,  that  I  am  not  very 
well  informed  on  the  particular  condition  in  the  Turner  Valley 
field,  but  the  general  picture  you  present  raises  this  picture 
in  my  mind,  we  are  starting  no w  from  a  position  where  there  is 
a  certain  quantity  being  sold  to  this  market  at  a  certain  price? 
Yes. 

Now  you  propose  that  the  demand  decline,  the  market  decline, 
at  the  same  price  less  will  be  taken  now,  that  is  as  I  under¬ 
stand  it. 

Let  us  take  a  simpler  case,  let  us  assume  for  the  purposes  of 
this,  that  the  result  of  any  orders  which  may  be  made  or  the 
conditions  which  are  set,  whether  it  is  due  to  increased  price 
or  declining  market  or  whatever  produces  it,  the  result  is  you 
have  a  more  or  less  fixed  amount  of  money  available  ? 
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A  Yes . 

Q,  Which,  after  providing  for  operating  charges  such  as  wages 
and  those  things,  will  not  provide  the  rate  of  return  you 
Jl  have  provided  for  and  will  not  provide  the  rate  base,  the 

amortization  of  the  rate  base  you  have  arrived  at,  what  do 
you  think  ? 

A  Well  your  regulations  are  ineffective  under  those  conditions, 
they  would  have  to  be  revised. 

Q,  Do  you  treat  that  as  what  you  might  call  ’’functional  depre¬ 
ciation”  and  revise  your  estimates  of  the  value  of  the  equip¬ 
ment  on  the  basis  of  so  much  more  functional  depreciation  ? 

A  If  that  were  the  permanent  figures  of  the  demand  it  could  be 
approached  that  way. 

9  3,  Never  mind  the  demand,  ;}ust  the  permanent,  more  or  less  perman¬ 

ent  amount  of  money  available  ? 

A  Yes . 

t 

Q,  Should  that  be  treated  as  an  element  involving  functional  depre¬ 
ciation  of  the  equipment  ? 

A  I  am  afraid  I  do  not  quite  follow  you. 

Q,  You  see  there  is  no  use  finding  a  value  for  equipment  and  a 

rate  base,  that  the  utility  should  get,  that  results  in  that 
utility  losing  its  only  market,  is  that  right  ? 

A  That  is  right  if  that  represents  the  result  of  the  permanent 
change. 

Q,  If  on  some  principle  that  we  have  discussed,  you  arrive  at 
that  conclusion,  then  for  this  particular  field  that  principle 
is  wrong,  is  it  not  ? 

A  Yes . 

Q,  And  you  have  to  find  something  else  and  you  have  to  get,  to 

find  a  principle  which  will  preserve  the  market  for  the  utility? 

A  I  think  the  conditions  which  you  are  asking  me  to  assume  are 
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perhaps  comparable  to  those  of  the  railway  days.  Now  the 
ordinary  principles  of  public  utility  regulation  cannot  be 
applied  to  either  the  Canadian  or  the  American  railways  and 
the  principle  now  is  to  get  what  you  can. 

Q,  I  see.  I  was  wondering  whether  you  would  get  at  that  by  re¬ 
adjusting  your  ideas  of  the  value  of  the  property  used  to 
produce  that  result  and  charging  up  something  more  by  the  way 
of  functional  depreciation  ? 

A  fell  that  would  be  one  way* 

Q,  Yes. 

A  Of  arriving  at  the  result,  I  mean  you  are  saying,  well,  you 
have  the  same  rate  base  as  before  but  obviously  you  cannot 
earn  8$,  the  most  you  can  earn  is  7$,  so  we  will  say  7 is 
what  you  get. 

Q  Yes. 

A  You  can  say  that  the  rate  base  had  been  reduced,  it  would  be 
the  same  thing  as  if  the  rate  base  head  been  reduced. 

Q,  Now  so  that  I  suggest  to  you  that  if  you  should  have  that 

special  situation  the  statement  on  Page  3  of  Exhibit  .132  that: 

T,The  allowance  should  be  based  upon  cost  and  not  on 
evidence  of  capacity  to  derive  earnings". 

That  statement  would  not  apply  to  that  particular  situation 
that  I  have  described  to  you,  would  it  ? 

A  Would  you  show  me  that. 

Q,  It  is  near  the  top  of  the  page,  right  here.  (Indicating) 

A  Yes,  I  see,  that  statement  is  consistent  with  the  general 

principle  df  regulation  but  under  the  conditions  you  assume 
those  conditions  would  not  be  operative. 

Q,  Yes,  and  would  you  agree  with  the  proposition  that  I  put  to 

other  witnesses,  found  in  "Barnes,  on  1  The  Economics  of  Public 
Utility  Regulation*: 
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Q, 


A 

Q, 


"If  the  inability  of  the  Company  to  earn  the  full  return 

is  the  result  of  an  investment  which  is  out  of  proportion 

to  the  market  which  the  utility  is  serving,  the  loss  must 

fall  on  the  security  holders  for  the  responsibility  for 

i 

the  unprofitable  condition  cannot  be  placed  on  the  con- 

% 

sumers" . 

Would  that  be  a  general  proposition  ? 

r 

I  would  agree  with  that. 

And  would  you  go  further  and  say  if  that  situation  arises  as 
a  result  of  an  investment  made  in  the  interests  of  the  public 

as  a  whole,  this  wider  public  we  have  been  discussing,  that 

\ 

the  loss  would  fall  somewhere  other  than  on  the  gas  consumer 
of  the  City  of  Calgary  ? 

That  question  has  an  equity  involved  there,  I  think  that  would 
be  in  line  with  current  thinking  on  the  subject  of  the  general 
respons ibili ty . 

We  are  discussing  this  whole  thing  on  the  basis  of  reasonable¬ 
ness,  what  is  fair  and  just  to  everybody,  and  to  the  public  as 
a  whole,  and  that  would  be  your  conclusion  on  that  basis  ? 

Yes. 

Then  I  want  to  refer  you  to  something  which  Mr.  Hill  said 
when  he  was  being  examined  on  the  stand  here,  which  I  think 
is  along  the  same  line,  Page  1780,  I  hope  I  brought  it  with 
me,  yes,  in  giving  his  views  as  to  costs,  as  to  the  method  of 
determining  costs,  which  incidentally  do  not  agree  entirely 
with  yours,  and  he  finishes  up  by  saying: 

"They  should  consider  the  value  of  the  services,  that  is 
what  the  property  is  worth  to  its  users,  and  they  should 
consider  that  as  a  maximum  rate  above  which  they  should  not 
go,  no  matter  what  rate  base  they  use.  That  is  the  top. 
They  must  not  go  higher  than  the  product  is  worth  because 
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A 

Q, 

A 

Q, 

A 

Q, 

ft 


Q, 

A 

Q, 


if  they  do  the  users  will  not  buy  it". 

That  is  sound,  is  it  not  ? 

Well  I  agree  with  the  last  part,  the  term  "value  of  the 
services"  is  to  my  mind  an  unsatisfactory  term.  If  he  means 
that  if  you  put  the  price  up  beyond  a  certain  level  the 
amount  taken  of  the  services  will  fall  off  so  greatly,  then 
it  might  be,  it  would  be  better  under  those  conditions  not 
to  raise  the  price  so  high. 

Yes,  but  I  go  backwards,  you  have  agreed  with  me,  have  you 
not,  that  if  you  are  going  to  consider  other  than  the  com¬ 
petitive  price  from  another  gas  field,  on  the  higher  ground 
of  the  public  interest,  that  any  increased  cost  resulting 
from  those  higher  grounds  should  fall  on  those  public  inter¬ 
ests  which  are  referred  to  ? 

As  I  say,  Mr.  Fenerty,  that  question  of  the  general  appli¬ 
cation  of  social  responsibility  has  to  be  considered. 

I  mean  it  is  -  - 

I 

I  can  only  express  my  personal  opinion  on  that. 

\ 

Yes. 

And  that  is  that  I  am  personally  inclined  to  distribute 
those  burdens  fairly  widely. 

But  in  your  present  opinion  it  is  unfair,  -  no  matter  what 
the  City  of  Calgary  may  think  of  itself,  -  that  it  should  be 
charged  with  the  preserving  of  the  public  interests  of  the 
Province  of  Alberta,  just  by  itself  ? 

I  would  have  difficulty  supporting  that. 

Yes,  I  would  think  so. 

In  supporting  that  position,  yes. 

Now,  Prof.  Stewart,  I  was  interested  in  several  of  the 
propositions  which  my  friend  Mr.  Chambers  put  to  you  and  to 
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which  I  understood  you  to  agree.  "Consumption  is  the  end  of 
all  production",  you  agree  with  that  ? 

A  Subject  to  one  minor  modification,  I  agree  with  that. 

/ 

Q.  And  it  follows  then  I  take  it  from  that  that  on  a  normal  oper- 

* 

ation  there  should  be  no  production  without  consumption,  with¬ 
out  the  market  being  there  ? 

A  Certainly  under  competitive  conditions  it  will  not  last  very 
long  unless  there  is. 

Q,  But  I  mean  that  is  the  result  of  that  law  "Consumption  is  the 
end  of  all  production"  ? 

A  Yes , 

Q,  Then  normally,  except  for  special  reasons,  there  should  be  no 
production  .unless  the  consumption  was  available  ? 

%  A  Yes,  quit e  often  we  do  initial  production  of  a  new  thing  and 
then  develop  the  market  for  it. 

Q,  Yes,  but  if  there  is  production  without  a  market,  as  an  inci¬ 
dent  of  anoth'er  commercial  operation,  and  that  product  has  no 
market,  it  is  a  waste  product  normally,  is  it  not  ? 

A  If  they  continued  to  produce  it  and  cannot  sell  it, 

Q,  Yes . 

A  We  would  be  wasting  our  energies  in  doing  it. 

Q,  It  is  a  waste  product  and  as  a  waste  product,  -  as  a  waste 

i  , 

product,  -  having  to  do  with  no  market,  if  it  cannot  be  pre- 
#  served  it  is  of  no  value  as  a  waste  product  ? 

A  As  a  waste  product  ? 

Q,  Yes. 

A  Yes. 

Q,  And  if  someone  takes  that  waste  product  which  has  no  value  and 
by  spending  money  on  it  creates  a  value,  that  value  or  that 
benefit  should  belong  to  the  parties  expending  the  money  on  it, 
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for  creating  a  value  which  was  non-existent  before  ? 

That  seems  to  be  reasonable,  yes,  if  you  take  something  which 
has  no  value  and  transform  it  or  move  it  to  a  place  where  it 
has  a  value,  that  is  a  useful  service  for  which  gains  and 
losses  perhaps,  might  result. 

Now  I  want  you  to  picture  for  a  moment  the  production  of  dry 
gas  in  the  summer  months  in  Turner  Valley,  which  at  one  time 
was  flared  because  there  was  no  market  for  it,  you  see  ? 

Yes. 

v  N 

And  money  being  expended  on  that  gas  to  put  it  back  in  the 
reservoir,  I  suggest  to  you  you  have  the  exact  situation  which 
we  have  ^ust  been  discussing  ? 

Yes.  Of  course  this  is  being  preserved  as  a  function  for  those 
people  to  perform,  it  is  being  undertaken  not  entirely  on  their 
own  volition. 

I  want  you  to  keep  in  your  mind  the  picture  as  I  see  it  in 
Turner  Valley,  and  if  I  am  wrong  it  is  ^ust  too  bad,  I  want 
you  to  get  in  your  mind  the  picture,  that  you  have  oil  wells 
producing  oil,  I  am  going  to  refer  only  to  oil  wells  for  the 
moment;  that  as  an  incident  of  that  production  they  produce,  - 
they  have  down  stream  from  the  separator  wet  gas,  -  that  gas 
is  transported  through  pipelines  to  an  absorption  plant; 
that  the  gasoline  content  or  a  large  part  of  it  is  extracted; 
that  if  there  is  a  market  for  that  product  it  is  used  and  if 
there  is  not  it  is  flared;  that  being  the  picture  prior  to 
this  enquiry ,  and  that  is  the  general  picture  I  am  talking 
about,  but  I  want  you  to  picture  this,  as  a  result  of  certain 
Government  policies  and  acts,  a  portion  of  that  dry  gas  finds 
its  way  to  the  market  but  that  in  certain  periods  of  the  year, 
as  a  result  of  oil  operations,  there  is  a  surplus,  that  there 
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Q, 
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A, 

A 

Q, 
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is  no  market  for  it,  you.  are  faced  with  flaring  it  or  repressur¬ 
ing  it  ? 

Yes. 

And  money  is  spent  on  repressuring  rather  than  on  flaring  ? 

Yes. 

Now  what  I  am  suggesting  to  you  is  that  on  the  general  principles 
we  have  enunciated,  you  produce  that  as  a  waste  product,  as  an 
incident  of  oil  production,  that  that  additional  value  belongs 
to  those  who  spend  the  money  to  recapture  it  and  create  the 
value,  that  would  bo  sound  economics,  would  it  not  ? 

Well  there  are  certain  risks  involved  in  that.  The  question  of 
the  burden  of  the  risk  is  surely  significant,  I  mean  this  pro¬ 
cedure  is  being  imposed  by  legislation,  that  is  correct  is  it 
not  ? 

No. 

On  certain  people. 

The  flaring  or  the  repressuring  is  an  incident  of  the  production 
allowed  these  wells  by  another  body,  the  Conservation  Board  ? 
Yes. 

They  are  entitled  to  produce  it  as  residue  fluid  we  call  it  ? 

Yes. 

And  pursuant  to  their  rights  to  produce,  they  insist,  and  I 
think  very  properly  insist  on  producing  and  recovering  oil, 
crude  oil,  and  a  share  of  the  gasoline  content  at  a  time  when 
there  is  no  market  for  the  residue  dry  gas,  and  if  you  do  not 
do  something  with  it  it  has  to  be  burned  and  if  you  do  something 
with  it,  -  I  say  we  have  agreed  that  that  is  a  by-product,  a 
waste  product,  from  that  oil  operation  ? 

Well  a  by-product  and  a  waste  product  are  different  things. 
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Andrew  Stewart, 

Cross-^Exam.  by  Mr.-  Fenerty. 


Q,  It  is  a  waste  product  because  there  is  no  market  ? 

A  Well  all  right  then, 

Q,  And  somebody,  I  do  not  care  who  it  is  going  to  be,  somebody 

creates  a  value  for  it  by  repressuring  it  and  putting  it  into 
the  earth,  into  the  structure  ? 

A  Yes. 

Q  I  say  that  it  is  fundamental,  is  it  not,  as  a  matter  of 

economics,  a  matter  of  substantial  justice  if  you  want  to  say 
that  those  who  create  the  value  should  get  the  benefit,  have 
the  title,  would  you  not  say  so  ? 

A  Yes,  but  there  is  a  risk  there. 

MR.  FENERTY :  I  will  leave  that. 

(  Go  to  Page  4443  ) 
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Q, 
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Q 


A 

Q, 


A 


Q, 


Then  I  suggest  to  you  that  if  you  are  going  to  have  a  waste 
product  as  a  result  of  the  operation  of  the  pil  industry  and 
we  assume  that  the  oil  industry  is  not  going  to  be  shut  down, 
it  is  going  to  be  permitted  to  operate,  and  at  various  seas¬ 
ons  you  are  going  to  have  this  waste  product.  I  am  going  to 
ask  you  to  apply  tho  supposition  we  have  got  so  far  that  you 
must  not  have  a  rate  base  or  a  rate  which  will  result  in  the 
loss  of  the  market,  any  market  you  do  have  for  your  dry  gas  ? 
It  seems  to  me  Mr.  Fenerty,  that  brings  us  back  to  the  problem 
of  risk  of  undertaking  the  expenditures  necessary  to  provide 
the  value. 

Perhaps  so  but  what  I  had  in  mind  and  I  will  get  you  to  think 
of  this  for  the  moment.  You  have  a  waste  product  in  certain 
seasons  of  the  year  and  you  have  an  obligation  if  you  are 
going  to  accomplish  anything  to  get  a  rate,  a  price,  to  the 
Gas  Company  which  will  permit  that  Gas  Company  to  sell  this 
product.  You  must  not  lose  your  market  you  see  ? 

Yes. 

And  I  suggest  to  you  that  under  those  circumstances  the  only 
possible  approach  to  the  problem  that  confronts  us  is  to  find 
out  what  is  going  to  be  left  for  the  well  owner  that  produces 
that  gas  at  the  time  he  cannot  sell  it  or  even  the  time  he 
can  sell  it  when  it  is  an  incident  to  oil  operation.  You  have 
got  to  work  from  the  top  down  and  find  out  what  is  left 
for  this  residue  of  oil  operation  ? 

Well  I  do  not  think  that  necessarily  follows,  Mr.  Fenerty,  in 
terms  of  the  wider  public  interest  you  were  talking  about  a 
little  while  ago.  It  would  be  possible  at  least  to  conceive 
of  subsidizing  this  particular  transaction. 

Leave  out  that  step.  If  you  want  to  say  government  policy, 
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Q- 


Q, 
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but  I  am  talking  about  the  situation  generally  ? 

Under  competitive  conditions  which  is  the  alternative  because 
nobody  is  going  to  do  this  unless  they  see  they  are  going  to 
recover  their  expenditure  out  of  the  price  they  are  going  to 
get. 

You  will  agree  with  me  so  far  as  government  policy  and  so  far 
as  rights  and  benefits  and  everything  else  of  the  public  as 
a  whole,  those  are  things  which  should  be  shared  in  by  all  of 
the  public  if  it  is  going  to  be  government  policy  it  is  not 
going  to  be  directed  to  Lethbridge  or  Calgary  ? 

No,  that  confirms  my  own  view. 

So  we  are  going  to  ask  you  to  forget  public  policy  because 
that  will  call  upon  all  the  citizens  of  the  Province  of  Alberta 
to  speak  of  this  little  operation  here.  You  have  agreedwith 
me  it  is  not  a  bit  of  use  fixing  a  ten  cent  gas  at  the  well 
and  a  progressive  change  of  rate  base  for  this  and  that  which 
results  in  a  dollar  and  a  half  gas  in  Calgary.  I  am  taking 
the  extreme  figures  for  the  purpose  ? 

Yes. 

If  you  cannot  sell  the  gas  ? 

I  agree  with  that. 


0,  Then  I  say  you  have  got  gas  here.  You  have  got  this  waste 
gas  and  I  want  you  to  picture  this,  that  as  far  as  a  gas 
operation  alone  is  concerned,  you  do  not  have  these  problems. 
You  Just  take  the  gas  out  of  the  ground  as  you  use  it.  We 
have  a  lot  of  problems  here  as  an  incident  of  oil  operation 
and  you  have  waste  product  as  an  incident  of  oil  operation. 

I  think  we  get  that.  I  say  when  you  have  got  that  situation 
and  there  is  not  a  bit  of  use  fixing  the  price  at  the  well 
head  which  will  deprive  you  beyond  the  market. Have  you  not 
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got  to  work  from  the  other  way  to  find  oat  what  is  there 

/ 

and  to  find  out  what  is  west0  ? 

Yes  it  is  the  consumers  price  which  determines  the  price  of 
the  various  stages  back,  but  mind  you  the  producer  has  a  large 
say  under  competition  in  determining  as  to  whether  or  not  he 
is  going  to  do  this  job  of  continuing  to  produce,. 

But  where  you  have  got  a  problem  partly  resulting  in  the  pro¬ 
duction  of  a  waste  product,  don’t  you  find  competition,  prices 

and  everything  else  is  left  for  the  waste,  is  that  not  so  ? 

» 

Yes,  but  then  if  there  is  any  expense  involved  in  the  handling 
or  processing  of  the  waste,  that  is  another  consideration. 

All  right  we  will  leave  that  then.  Before  I  go  to  something 
else  I  want  to  ask  you  one  thing.  On  Page  4  of  Exhibit  132, 
the  third  paragraph  down. 

""Every  investment  should  be  assumed  to  have  been  made  with 
the  exercise  of  wise  judgment  unless  clear  evidence  to  the 
contrary  can  be  produced". 

Exhibit  132,  Page  4  ? 

Yes,  the  fourth  paragraph. 

i 

Yes  I  have  got  it. 

Now  I  want  you  to  picture  a  situation  where  that  is  correct, 
emminently  correct,  that  the  investment  has  been  made  pursuant 
to  wise  judgment  or  hope  we  will  say  and  the  wise  one  in 
relation  to  another  industry,  an  oil  industry,  or  a  natural 
gas  industry,  natural  gasoline,  which  does  not  correspond  in 
any  sense  with  the  cost  of  investment  which  would  be  made  in 
connection  with  a  natural  gas  industry  alone.  You  see,  let  us 
assume  for  a  moment  the  investment  is  much  greater  because  it 
was  made  as  a  proper  setup  for  an  oil  operation  and  when  you 
come  to  take  those  particular  things  that  have  cost  perhaps 
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Q, 
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more  or  less,  perhaps  three  times  as  muoh,  perhaps  only  a  little 
more,  an  investment  that  would  be  made  for  the  production  of 
dry  gas  alone,  how  do  you  value  them  for  a  dry  gas  industry. 

Have  you  functional  depreciation  or  what  do  you  do.  You  do  not 
take  reconstruction  costs  do  you  ? 

Well  in  the  case  of  over-heads  or  Joint  costs  of  that  kind  there 
is  no  clear  principle  that  I  know  of  for  allocating  costs  between 
Joint  products. 

4 

A  substantial  Justice  would  perhaps  be  to  assess  against  the  in¬ 
dustry  a  fraction  of  the  cost,  taking  those  things  all  into  con¬ 
sideration,  would  it  not  ? 

Some  fraction  yes.  Do  you  mean  writing  down  rather  than  taking 
the  full  amount  of  the  cost,  Just  taking  some  part  of  the  cost. 

I  suggest  to  you  it  would  be  fair  to  start  with  what  would  be  a 
reasonable  value  for  the  equipment  and  the  development  suitable 
for  a  dry  gas  industry  and  then  make  some  apportionment."  What 
do  you  think  of  that  ? 

I  find  it  very  difficult  Just  to  visualize  the  conditions  you 
are  describing.  Your  proposition  rests  upon  the  assumption 
that  one  of  the  products  is  a  waste  product,  does  it  ? 

No,  perhaps  I  should  have  but  I  have  not.  I  was  getting  away 
from  that.  I  am  simply  saying  now  in  dealing  with  rate  bases 
and  depreciation  and  without  reference  to  the  waste  product, 

I  say  that  you  have  a  plant  which  you  set...  oh  yes  you  were 
talking  about  the  investment.  I  am  talking  about  construction. 

We  will  assume  it  is  properly  constructed  but  it  has  been 
constructed  with  a  view  to  another  operation,  that  is  an  oil 
operation.  They  have  located  things  in  such  a  way  looking  for 
oil,  gathering  lines  for  oil. 

Do  you  ever  get  oil  without  gas.  I  do  not  know. 
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Not  in  Turner  Valley,  You  get  lots  of  gas  with  pumping  -  as 
a  pumping  proposition  in  other  places. 

When  you  get  oil  you  expect  to  get  gas. 

In  Turner  Valley  you  do  but  there  are  plenty  of  pumping  propo¬ 
sitions  usually  with  a  heavier  production  in  other  fields  in 
the  world. 

My  point  that  when  you  drill  a  hole  you  can  reasonably 
expect  to  get  both  oil  and  gas  in  a  certain  part  of  the  field. 
Well  in  1914  I  told  you  yes  without  hesitation  but  now  I  do 
not  know.  But  put  it  this  way,  so  far  as  the  problem  in  front 

i 

of  you  is  concerned  that  you  cannot  produce  oil  without  gas. 

Gas  is  a  lift,  performs  the  function  of  lifting  the  oil.  That 
is  the  Turner  Valley  situation,  and  there  is  no  way  of  getting 
that  crude  oil  out  without  having  a  lot  of  gas  come  up  with  it. 
That  is  why  we  talk  about  the  residue  and  allowables  for  the 
well.  I  say  to  you  now  that  the  investment  which  results  in 
this  case  we  are  talking  about  which  results  in  this  gas  being 
produced  is  a  different  investment  in  quantities  than  what 
had  been  made  in  order  to  produce  gas  for  market,  ^ust  gas  as 
such, 

i 

Well  if  you  have  got  to  have  the  two  together  how  can  we  con¬ 
sider  that  situation. 

I  will  put  it  this  way. 

I  mean,  let  me  take  a  homely  illustration.  A  dairy  man  pro¬ 
duces  milk.  We  say  that  is  what  he  is  producing,  but  he  has 
got  to  sell  some  cattle  too. 

I  want  you  to  assume  there  is  evidence  before  this  Board  that 
for  a  gas  operation  alone  as  distinguished  from  searching  for 
oil,  that  wells  will  be  drilled  in  different  locations,  the 
spacings  would  be  different,  the  gathering  lines  might  be 
different,  the  cost  might  be  different,  and  I  want  you  to 
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assume  for  the  moment,  it  may  or  may  not  be  true,  that  the 
costs  in  connection  with  the  oil  operations  are  very  much  in 
excess  of  what  they  would  have  been  to  obtain  a  similar  quantity 
of  gas,  you  see.  When  you  are  fixing  a  rate  base  for  the  gas 
operations  you  would  discount  those  costs.  Would  you  ? 

I  hardly  think  so.  If  the  actual  conditions  that  you  cannot 
get  the  one  without  the  other,  I  mean  if  you,  ask  me  to  assume 
an  entirely  different  set  of  conditions  then  I  say  the  con¬ 
ditions  are  not  comparable. 

Then  I  will  leave  that.  All  right. 

r 

MR.  HARVIE:  I  do  not  like  to  interfere  with  Mr.  Fenerty 

but  I  would  like  to  hear  the  witness  complete  that. 

MR.  FENERTY:  I  am  sorry  you  have  not  completed  that. 

MR.  HARVIE:  About  the  cows  and  the  milk. 

They  are  two  products  which  necessarily  emerge  from  the  one 
process  and  while  we  may  say  that  a  man  is  a  dairyman  and  is 
producing  milk,  he  is  still  interested  in  the  returns  which  he 
gets  from  cattle  and  to  some  extent  the  price  of  cattle  will 
affect  his  whole  operations.  They  are  inseparable  things  when 
the  two  necessarily  emerge  from  the  one  operation. 

THE  CHAIRMAN:  You  cannot  get  the  milk  without  having  the 

calves . 

I  have  not  seen  that  happen  yet. 

MR.  FENERTY:  Then  go  one  step  further  than  that.  Let  us 

assume  and  merely  hypothetically,  an  oil  operator  has  incurred 
heavy  expenditure  because  he  was  drilling  for  oil  and  has  been 
successful  in  getting  oil  and  he  has  produced  for  a  long  period 
of  years  and  he  has  had  his  well  on  the  line  to  the  absorption 
plant  and  has  got  his  oil  and  his  share  of  the  absorption 
returns,  natural  gasoline,  you  see  and  as  a  result  of  those 
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operations  he  and  other  operators  have  depleted  the  gas  field 
to  a  very  large  extent,  and  as  a  result  of  using  that  gas  for 

i 

a  lift  they  have  had  profitable  operations  and  they  have  re¬ 
ceived  a  return  on  their  investment  and  the  profits  to  some 
extent  at  the  expense  of  the  gas  field,  ho  you  make  any 
allowance  for  that  situation  when  you  come  to  figure  rate 
base  and  the  life  of  the  field  and  the  amortization  rate  ? 

A  I  have  difficulty  with  your  statement  at  the  expense  of  the 
gas  field.  Things  are  just  inseparable  to  me.  I  do  not 
quite  get  the  signif icanceTTa t  the  expense  of1.’  If  an  action 
is  at  the  expense  of  something  else,  then  I  would  certainly 
conclude  there  should  be  some  compensation  for  that,  but  my 
difficulty  is  with  just  the  significance  of  the  term,  Mat 
the  expense  of n ,  under  these  conditions,  but  if  you  want  to 
let  it  go,  if  it  is  Ttat  the  expense  of,T,  then  I  think  some 
compensation  or  some  consideration . 

(  Go  to  Page  4450  ) 
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I  will  leave  it  at  that*  I  want  to  get  on  with  something  here 
that  I  think  is  of  more  importance  to  me.  It  is  the  question 
of  historical  costs.  Before  I  come  to  that,  I  have  something 
else.  Now  you  will  probably  gather  that  I  am  trying  to 
approach  this  from  the  point  of  view  of  the  consumer  while  recog¬ 
nizing  the  interests  of  the  producer*  Now,  I  want  you  to  consider 
this  problem  from  the  point  of  view  of  the  consumer.  I  want  to 
refer  you  to  Section  49,  subsection  (2)  of  the  Natural  Gas 
Utilities  Act,  dealing  with  the  powers  of  the  Board  in  fixing 
the  prices,  the  prices  or  value  of  real  and  personal  property, 

"and  without  restricting  the  generality  of  the  foregoing  the 
Board  in  fixing  such  prices  or  values  shall  determine  the 
just  and  reasonable  allowance  for  depreciation  and  in  so  doing 
mayn  -  not  shall  but  may,  -  TTtake  into  account  depreciation 
already  taken  by  the  owner  or  any  antecedent  owner  of  such 
property.*1 


Now,  I  suggest  to  you  that  in  the  case  of  the  successful 
business  operation  that  the  amount  taken  on  its  books  by  that 
business  for  depreciation  is  not  a  bookkeeping  entry  only. 

It  represents  an  amount  of  cash  that  the  company  has  obtained  or 
retained  and  is  available  to  do  what  it  likes  with.  It  is 
actually  cash  in  its  corporate  pocket. 

A  I  do  not  think  it  is  necessary  to  be  cash. 

Q,  Will  it  may  change  into  something  else  but  it  can  get  it  in 

the  form  of  cash  if  it  wants? 

A  It  could,  yes. 

Q,  It  has.  got  that  ,  you  see? 

A  Yes  * 

Q,  And  I  want  you  to  assume  that  the  Royalite  operations  were  success*^ 

ful  operations,  so  much  so  that  witnesses  have  suggested  an 
amount  for  going  value  in  fixing  the  price  of  equipment  because 
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of  its  successful  operation.  Take  that  for  granted,  that  the 
Royalito  operation  was  successful.  And  it  follows'  that  the 
Royalite  Company  has  had,  I  say  in  its  corporate  pocket,  the 
amount  in  cash  that  i.s  charged  on  its  books  for  depreciation. 

Do  you  got  that  point? 

A  Yes . 

Q,  Then  I  want  you  to  follow  the  picture,  as  I  see  it  here,  that 
in  1921  -  first  of  all  I  want  you  to  follow  this  picture,  that 
the  price  paid  by  the  Canadian  We  stern  Company  to  the  Royalito 
Compa  ny  for  the  gas  it  had  in  turn  sold  to  the  consumer,  was 
dealt  with  by  contract,  and  that  in  1921,  we  had  a  contract 
under  which  the  G-as  Company  paid  the  Royalite  Company,  I  think 
it  was  13  cents. 

MR.  STEER:  That  is  right. 

0,  MR.  FENERTY:  13  cents,  and  that  in  1925  under 

another  contract.  Exhibit  69,  we  have  it  hero,  that  rate  was 
reduced  to  9  and  1-  cents,  depending  on  its  use.  And  then  I 
want  you  to  remember  that  in  Section  57,  subsection  (3)  of  the 
Public  Utilities  Act  which  came  in,  the  Public  Utilities  Act 
in  1923,  do  you  know  of  that  section? 

A  No. 

Q,  Which  provides,  that  is,  the  Public  Utilities  Board,  that  is 
another  Board,  yau  understand? 

A  Yes  • 

Q,  phat  "The  Board  shall  have  juris  diction  over  every  contract 

or  agreement  entered  into  on  or  after  the  first  day  of 
May,  1923,  between  any  proprietor  of  a  public  utility 
and  any  other  corporation  or  person  for  supplying  to 
the  said  proprietor  natural  gas,  or  for  the  transportation, 
scrubbing"  and  so  on* 

I  want  you  to  have  that  section  in  mind.  And  then  I  want  you 
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to  assume  that  following  the  enactment  of  that  sootion  by 
contract  again  between  the  Royalite  Company  and  the  Gas  Company 
that  in  1928,  the  amendment  was  in  T27,  that  in  1928  the 
price  to  tho  Gas  Company  was  reduced  to  7-f-  cents,  the  present 
price? 

That  is,  from  IS  cents  in  1921  to  9  cents  in  T23  and  to  7§ 
cents  in  T28? 

Ygs .  And  that  in  1928  the  price  by  agreement  was  reduced  to 
7f  cents,  and  that  at  that  time  there  was  a  provision  that 
if  that  price  was  not  satisfactory  either  to  the  Board  or 
any  interested  parties,  the  matter  might  be  dealt  with  by  the 
Board  on  its  ovn  initiative  or  by  the  interested  parties 
under  the  section  I  have  just  referred  you  to.  Then  I 
want  you  to  assume,  something  which  you  have  no  knowledge  of, 
that  rates  charged  by  the  Gas  Company, to  the  public  for  the 
gas  is  the  subject  matter  of  regulation  by  the  Utility  Board, 
and  that  that  price  of  7-f  cents  to  the  Gas  Company  is  one  of 
the  elements  making  up  the  rate  to  the  pablic  from  the  Gas 
Company*  It  is  passed  on  to  the  public  by  the  Gas  Company. 

And  I  want  you  further  to  assume  that  the  Royalite  Company, 
being  a  successful  operation,  it  has  received  in  cash  in 
its  corporate  pocket,  as  I  said,  its  book  depreciation  out 
of  that  7 f  cents  it  got  from  the  Gas  Company  and  which  the 
public  paid.  Do  you  follow  that  picture? 

Since  1928? 

life  11  it  has  got  7-f  cents  since  1928,  and  it  got  more  before 
that,  but  that  will  do  for  the  moment.  Now  then,  it  follows 
from  that  chain,  does  it  not,  that  the  consumer  has  paid  to  the 
Gas  Company  through  the  Royalite  Company  in  cash,  the  deprec¬ 
iation  charged  up  in  the  Royalite  Company’s  books  on  this 
equipment? 
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Well  I  do  not  inow  anything  about  the  dividends  declared* 

It  is  possible  that  the  reserve  for  depreciation  could  be 
put  up  that  way. 

There  might  be  an  adjustment  between  dividends  and  the  reserves, 
but  I  am  going  to  ask  you  for  a  moment  to  assume  that  the 
depreciation  charges  are  proper. 

You  are  asking  me  to  assume  if  they  have  done  what? 

The  Royalite  has'  charged  depreciation  whether  proper  or  not, 

I  will  come  to  that  in  a  minute.  Assuming  they  have  charged 
a  proper  depreciation,  I  say  that  the  consumer  has  paid  to  the 
Royalite  Company  in  cash  40,  50,  60,  70  or  lOO^o,  whatever 
the  depreciation  on  the  equipment  has  been  charged  up  as. 

Well  I  aiii  not  prepared  to  recommend  the-  taking  of  book  deprec¬ 
iation  as  the  basis. 

No,  no.  I  was  going  to  leave  it  or  suggest  that  you  might 
do  it  after  you  arc  finished.  What  I  want  at  the  moment  is.... 

I  am  sorry. 

You  are  just  too  far  ahead  of  me.  You  just  devote  your  mind 
■to  the  immediate  problem  and  let  the  chips  fall  whore  they 
may.  Now,  that  is  so,  the  consumer  has  paid? 

That  is  correct. 

And  the  Public  Utilities  Board  has  provided  in  a  rate  for  the 
G-as  Company  which  will  enable  that  to  be  paid  to  the  Royalite 
Company,  the  depreciation  which  is  taken,  that  is  so? 

Yes,  including  the  pnriod  unregulated. 

And  that  depreciation  is,  of  course,  a  percentage  of  the  book 
values,  that  is  the  way  the  Company  takes  its  depreciation? 

But  does  it?  There  is  Hr.  lisle yTs  form  that  considers  that 
too. 

I  should  make  another  assumption,  that  that  depreciation  is 
by  way  of  the  percentage  of  the  book  value  of  the  equipment? 
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Now,  lot  us  say  then  for  a  moment,  that  now  we  have  got  this 
Hearing,  my  friend  calls  it  coining  before  the  Public  Utilities 
Board  for  the  first  time.  I  say  it  is  ju.st  continuing  to 
come  before  it.  But  that  is  a  matter  of  argument  before  the 
Board.  We  have  now  come  to  this  Hearing,  and  the  successor, 
the  managing  company,  proposes  to  in  an  ora  of  rising  prices, 
to  substitute  for  the  booh  values  the  replacement  costs,  and 
I  think,  observed  depreciation,  and  if  that  results  in  less 
depreciation  than  has  been  taken  and  greater  values  in  the  book 
values,  and  if  that  is  going  to  be  passed  on  to  the  consumer 
he  is  paying  for  the  same  equipment  twice,  isnTt  he? 

It  is  conceivable  that  he  would  bo  paying  for  it,  yes. 

Yes.  And  I  think  where  the  Royalite  Company  'with  the  same 
equipment  and  the  owner  or  the  owners  of  all  the  shares  in 
the  Uadison  has  been  protected  in  that  depreciation  it  took 
by  the  rate  fixed  by  the  Board  to  the  G-as  Company,  that  this 
wholly  owned  subsidiary  shouldfin  the  interests  of  both  sides, 
be  permitted  to  take  it  or  get  it  from  the  public  price. 

Well,  in  dealing  with  particular  cases,  and  this  is  a  parti¬ 
cular'  case,  under  the  conditions  you  have  laid  down,  it  is 
difficult  to  take  the  position  that  observed  depreciation  - 
but,  laying  it  down  as  a  general  principle  in  advance  of 
regulation  what  arc  you  going  to  do,  then  I think  the  only 
thing  to  say  is  when  you  come  to  a  point,  the  initial  valuation 
you  arc  proceeding  from  the  books  to  the  inspection  of  the 
property,  because  this  case  might  have  been  an  entirely 
different  one  . 

But  it  is  something  to  think  about  isn’t  it? 

I  would  say  so,  yes. 

And  it  is  cogent  argument,  isnTt  it,  for  original  oost  and  book 
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depreciation? 

Yes,  as  a  pormanet  principle.  When  I  say  it  is  something  to 
tiiink  about ,  I  say  it  is  very  interesting  for  me  to  think 
about.  I  do  not  know  whether  it  is  a  significantly  relevant 
thing  for-  the  Commission  to  think  about. 

I  mink  we  will  leave  it  lor  the  nioment .  Now,  Professor 
Stewart,  if  depreciation  is  taken  by  a  utility  on  the  basis 
o±  a  percemave  of  the  book  values,  I  think  X  am  safe  in 
saying  that  is  what  must  be  done  as  far  as  the  Income  Tax 
procedure  is  concerned,  am  I  not? 

I  think  there  are  specific  rates,  yes. 

Ii  it  is  taken  on  that  basis,  and  if  the  Board  has  power  to 
take  into  account  the  depreciation  taken  by  an  antecedent 
owner,  it  necessarily  follows  that  in  a  case  whore  it 
axercises  that  power  it  must  consider  it  in  relation  to 
original  costs  or  book  costs,  isnTt  it  so? 


(Go  to  page  4456) 
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It  is  much  clearer  in  that  case.  I  do  not  think  it  is 
impossible  to  consider  it  in  relation  to  reproduction  cost. 
Again  it  is  a  question  of  proportionality.  That  is  if 
depreciation  is  written  of  at  say  10%  each  year  then  in  five 
years  the  plant  is  half  *  de  preciated  through  the  books. 

Yes . 

Now  if  you  then  set  a  rate  base  on  reproduction  costs, 
proportionality  still  holds. 

But  surely  you  cannot  make  it  a  depreciation  on  the  basis 
of  10%  on  one  item  and  apply  that  amount.  It  may  be  5%  on 
another  item.  Do  you  see  what  I  am  getting  at?  If  you 
take  present-day  book  values  and  it  is  proper  to  consider 

depreciation  on  the  basis  of  that  taken  by  the  owner,  and 

/ 

the  owner  has  taken  it  on  the  basis  of  the  present  day  and 
on  the  book  costs,  you  necessarily  have  to  consider  book 
costs  to  give  effect  to  that  section  of  the  Act. 

I  would  not  say  necessarily.  I  think  it  is  much  clearer  on 
that  basis. 

You  will  agree  with  me,  will  you  not,  that  anybody  with  a 
knowledge  of  accounting  or  economics  can  only  come  to  the 
conclusion  that  must  have  been  the  intention  of  that  section? 
That  is  the  section  which  reads  :  ,fMay  take  into  consider¬ 
ation”  . 

It  may. 

Yes . 

May. 

Would  you  mind  reading  that  section  again? 

” Without  restricting  the  generality  01  iihe  foregoing,  the 
Board  .  .  .»  Well,  I  will  read  the  whole  section.  Have 


you  got  it  in  front  of  you? 
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Yes  . 

Perhaps  you  will  read  it. 

•’In  fixing  and  determining  prices  or  values  of  any  real  or 
personal  property  for  any  of  the  purposes  of  this  Act,  the 
Board  shall  not  be  bound  by  the  price  paid  by  the  owner  or 
the  replacement  cost  or  by  any  book  values  however  established 
by  the  owner  for  such  property,  but  may  adopt  any  basis  or 
formula  which  to  it  shall  appear  just  and  reasonable,  and  in 
particular  and  without  restricting  the  generality  of  the  fore¬ 
going,  the  Board,  in  fixing  such  prices  or  values,  shall 
determine  the  just  and  -reasonable  allowance  for  depreciation 
and  in  so  doing  may  take  into  account 

depreciation  already  taken  by  the  owner  or  any  antecedent 
owner  of  such  property, " 

I  see  your  point  now.  I  think  it 
does,  if  anything,  it  would  imply  the  actual  depreciation 
taken  rather  than  the  proportion  of  depreciation. 

On  the  book  values.  You  see  they  have  taken  the  present-day 
book  values. 

If  anything  I  would  so  interpret  it. 

You  have  told  my  learned  friend,  Mr.  Chambers,  that  it  is 
of  some  importance  or  at  least  desirable  to  have  one  system 
of  taking  depreciation  in  a  public  utility,  have  you  not  or 
have  you?  Some  fixed  policy. 

Yes.  I  think  it  would  be  better  to  have. some  general  policy. 
And  if  you  should  have  a  fixed  policy  and  the  proper  applic¬ 
ation  of  this  section  involves  book  values  as  a  basis,  and 
you  do  not  allow  bock  values  and  if  you  have  some  other 
fixed  policy  you  never  can  apply  that  section  can  you? 

That  seems  logical. 
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Q,  Is  that  not  so  if  you  stick  to  your  system? 

A-  If  that  means  that  depreciation  may  be  determined  on  the 

basis  of  book  value,  then  you  cannot  apply  that  principle 
unless  you  use  book  value. 

Q,  I  think  the  Board  will  tell  you  as  a  proposition  of  law  that 
it  is  incumbent  on  anybody  interpreting  a  statute  }  tfhey  are 
to  give  some  meaning  to  something  the  legislature  has  enacted. 

A  That  was  the  intention  of  that  section. 

Q,  I  say  it  follows  from  what  we  have  discussed  that  the  only 
way  you  can  give  meaning  to  that  section  on  depreciation  is 
that  the  taking  of  book  values  was  contemplated.  I  think 
that  seems  to  link  it  all  up. 

A  Was  that  a  question,  Mr.  Fenerty? 

Q,  I  say  the  practical  result  from  the  merry-go-round  we  have 
had  is  that  the  only  way,  if  you  are  going  to  have  some 
system  to  determine  on  or  for  making  values  and  so  on,  that 
the  only  way  you  can  give  effect  to  that  section  and  still 
preserve  some  uniform  system  is  to  take  book  values  as  a 
basis. 

A  I  would  not  be  prepared  to  go  quite  as  far  as  that,  Mr. 

Fenerty,  I  am  afraid  that  you  are  correc  -that  that  was  the 
intention.  I  do  not  think  one  would  have  to  conclude 

from  that  section  that  was  the  intention.  However,  I  would 
go  so  far  as  to  say  it  looks  to  me  as  if  the  probability  is 
that  . 

Q  I  think  I  will  finish  by  one.  I  hope  so.  I  want  to  get  you 
to  talk  about  another  matter.  We  have  had  a  discussion  with 
Mr.  Hamilton  about  certain  costs,  upwards  of  a  quarter  of 
a  million  dollars  which  it  appears  he  has  reason  to  believe 
from  his  examination  of  the  Royalite  Company’s  books  were 
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charged  against  income.  He  suggests  that  it  might  be 
proper  -  again  because  of  regulation  for  the  first  time,  which 
I  still  do  not  agree  with  -  to  charge  those  to  capital  and 
thus  increasing  the  rate  base  by  some  quarter  of  a  million 
dollars.  Now  you  would  appreciate,  would  you  not,  that  by 
charging  those  expenditures  to  income  the  income  tax  paid 
by  the  Royalite  Company  has  necessarily  been  reduced, 

A  Correct. 

0  And  by  turning  around  and  charging  them  to  capital,  the 

amount  paid  by  the  consumer  might  be  substantially  increased. 

A  Ye  s. 

Q  I  suggest  to  you  that  the  propriety  of  charging  any  expense 
to  oapital  or  income  depends  on  the  nature  of  the  expense. 

A  Yes. 

0,  And  the  nature  of  the  expense  does  not  change  when  you  are 
before  the  Income  Tax  Board  or  a  Utility  Board, 

A  No. 

Q.  It  is  either  right  or  wrong  wherever  you  charge  it,  no 
matter  what  Board  you  are  before. 

A  You  are  right  or  wrong  for  e  particular  purpose, 

Q,  Right  or  wrong  absolutely.  It  is  either  a  proper  charge 
against  income  or  it  is  not,  is  it  not? 

A  I  think  these  are  things  that  are  all  fictions  we  create 
to  help  us  make  things  happen. 

Q,  Let  us  see  if  this  would  not  be  right  or  wrong.  You  do 

not  agree  with  me  that  the  nature  of  that  expense  determines 
where  it  goes,  no  matter  what  Board  you  are  before. 

A  No  matter  what? 

Q,  What  Board  you  are  before. 

A  Board? 
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Q,  Yes.  No  matter  whether  you  are  before  the  Board  of  Revenue 
or  the  Utility  Board  it  is  still  either  properly  chargeable 
to  capital  or  properly  chargeable  to  income. 

A  It  seems  to  me  that  in  the  allowance  made  for  income  tax 
they  might  make  a  different  distribution  of  expenditures 
than  an  accountant  would  do  setting  up  books  for  a  utility. 

Q,  I  am  going  to  ask  you  to  assume  that  unlike  definitions  of 

income  where  perhaps  we  have  statutory  definitions  of  income 
in  the  Act  you  have  no  special  statutory  provisions  determin¬ 
ing  what  is  charged  to  capital  and  what  is  charged  to  income. 
Gat  uway  from  any  statutory  provision  at  all.  It  must  be 
either  a  capital  expense  or  an  income  expense,  must  it  not? 

A  For  utility  purposes  I  would  say  it  must  be  one  or  the  other. 

0  And  did  you  not  tell  me  it  depended  on  the  nature  of  the 

exrens e .  That  is  the  reason  I  asked  that  question. 

A*  Yes,  but  for  that  purpose  I  was  thinking  of  Public  Utility 
control.  If  that  is  the  purpose  of  things,  then  certain 
things  are,  capital  expenditure  and  certain  things  are  current 
expenditure.  There  should  be  a  clear  definition  of  tnose. 

Q  I  want  you  to  follow  this.  Let  us  assume  for  the  moment 
that  for  the  purpose  of  income  tax  then,  we  will  say,  an 
expense  has  been  charged  to  income.  Let  us  assume  for  the 
moment  that  that  system  is  still  being  pursued.  That  is 
the  system  of  bookkeeping.  It  is  being  approved  of  by  the 
Income  Tax  Department.  They  are  recognizing  these  as 
proper  charges.  Now  the  effect  of  bhafc  is  that  Lhe  public 
as  a  whole,  including  this  small  fraction  which  happens  to 
be  burning  gas,  have  paid  those  expenses.  They  have  had 
that  much  less  revenue  have  they  not? 

A  If  the  elimination  of  that  item  from  current  expenditures 
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would  have  enabled  the  rate  base  to  be  reduced  then  the 
consumer  would  pay  that  amount, 

Q.  The  point  I  am  getting  at  is  this  that  if  the  expenditure 
has  been  charged  to  income,  reducing  the  taxable  income  of 
'the  company. 

A  Yes. 

0  Itpays  less  taxes. 

A  Right . 

Q.  And  the  public  as  a  whole  has  less  money  frpm  that  company. 

A  There  is  less  public  revenue. 

Q.  And  as  the  public  you  are  including  these  gas  burners,  they 

are  a  fraction?  They  have  lost  money  because  of  that  system. 
Then  when  you  come  before  the  Utility  Board  and  you  reverse 
the  proposition,  and  you  sajr  that  is  not  a  proper  charge  to 
income,  that  is  properly  added  to  capital,  you  see. 

A  Yes. 

Q,  This  particular  section  of  the  public  as  a  result  of  that 
pays  for  it  does  it  not?  That  is  right  is  it  not? 

A’  Yes, 

Q,  I  say  then  on  this  proposition  of  switching  your  charges 
to  income  and  capital,  you  have  got  one  section  of  the 
public  paying  for  it  completely  and  that  same  section 
paying  a  fraction  of  it  twice. 

A  Yes.  That  is  exactly  why  I  do  not  like  taking  the  book 
records  for  initial  valuation, 

o  i  am  not  sure  when  you  have  two  places  where  the  public  is 
paying  twice  that  you  have  not  got  them  paying  four  times 
over.  I  think  that  is  probably  so,  is  it  not? 

A  There  is  a  duplication. 

0,  .  I  am  going  to  suggest  to  you,  Professor  Stewart,  with  that 
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history  I  have  outlined  to  you,  that  the  indirect  payments  to 
the  poyalit e  Company ,  the  owner  of  the  wholly  owned  subsidiary, 
Madison,  by  the  people,  the  consumers,  and  the  resultant  pay¬ 
ment  twice  over  of  the  charges,  depreciation  charges  and 
other  items,  which  had  been  protected  by  the  Orders  made  in 
connection  with  the  Gas  CompanyTs  rates,  removes  this  problem 
entirely  from  a  situation  that  you  would  consider  where  an 
industry  comes  under  regulation  for  the  first  time. 

A  Mot  in  terms  of  general  principle, 

Q,  Do  you  think  it  might  be  a  reason  for  giving  consideration 

to  other  principles,  I  will  put  it  that  way? 

A  No ,  on  the  whole  I  cannot  subscribe  to  that  as  a  general 

principle.  As  I  say,  we  have  to  decide,  either  we  are  going 
to  take  things  as  they  are  now  -  if  we  are  going  to  take  the 
book  records  and  I  say  that  when  a  company  comes  under,  as  a 
general  principle  when  a  company  comes  under  regulation  for 
the  first  time,  we  should  dispense  with  the  consideration 
of  the  books  because  there  are  too  many  irrelevancies  that 
might  enter  into  it.  We  go  right  to  the  present  position. 

I  want  to  put  another  proposition  to  you  and  then  I  think 
I  am  through.  I  would  like  you  to  listen  to  this  carefully. 

Let  us  assume  that  you  have  a  gas  operation  carried  on  by 
the  Roy elite.  Company  with  certain  equipment  part  of  a  unit¬ 
ized  operation,  you  see.  Then  you  have  a  severance  of  those 
operations  with  the  incorporation  of  a  wholly  owned  sub¬ 
sidiary,  Madison.  Assume  those  facts  to  be  so.  so  that 
there  is  a  transfer  to  the  subsidiary  of  the'  equipment  used 
in  that  particular  operation,  the  same  equipment.  There 
is  a  continuation  of  that  same  operation  by  the  same  sub¬ 
sidiary  and  the  parent  company,  while  a  separate,  corporate 
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entity,  is  the  beneficial  owner  -  and  I  will  use  those  words  - 
of  the  subsidiary  in  the  sense  that  it  owns  all  of  the  shares 
and  its  losses  and  profits  are  reflected  to  that  company. 

You  have  this  added  factor  that  I  suggest  is  present  that  a 
substantial  portion  of  the  cost  of  that  equipment  transferred 
to  the  wholly  owned  subsidiary  has  been  paid  by  consumers 
through  this  rate  to  the  Canadian  Western*  Company,  i  suggest 
to  you  that  that  is  the  strongest  case  that  could  be  conceived 

for  t ne  application  of  the  principles  which  the  Board  may  use 
as  outlined  in  Section  49-2. 

A  That  is  the  one  we  read  before. 

Q  Yes,  would  you  agree  with  me? 

A  I  still  take  the  position  that  subject  to  the  interpretation 
of  that,  that  my  own  judgment  would  be  that  past  history 
should  not  be  taken  into  account. 

Q,  Leaving  out  your  own  judgment,  would  you  agree  with  me  that 
when  you  have  got  a  set  of  facts  such  as  I  have  outlined, 
that  that  would  give  you  the  strongest  possible  set  of  facts 
calling,  if  anything  calls  for  it,  for  the  application  of 
those  principles.  Read  them  over. 

A  Yes,  I  would  agree  with  you. 

Q,  Then  it  follows  that  if  you  have  the  strongest  case  for 
the  application  of  those  principles  and  you  do  not  apply 
them,  you  never  could  have  a  case  where  you  should  apply 
them. 

A  The  strongest  case  for  considering . 

I  thought  we  just  agreed  it  was  the  strongest  case  you 
could  think  of  for  the  application  of  those  principles. 

Were  those  not  the  words  we  used,  is  it  not? 

A  No,  it  is  the  strongest  case  I  said  where  you  could  apply 
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those  principles. 

Q  All  right.  Then  if  that  is  the  strongest  case  for  consider- 

auion  and  you  do  not  apply  it,  then  you  never  could  have  any 

case  where  you  should  consider  them,  could  you,  if  you  do  not 

do  it  in  the  strongest? 

A  I  would  agree  with  that,  yes, 

if 

Q  And  the  result  is/you  do  not  apply  it  in  this  case,  the  act 
is  meaningless,  that  is  your  conclusion  is  it  not? 

A  I  am  sorry,  this  is  wholly  outside  of  my  field. 

THF  CHAI RMAW :  Professor  Stewart,  perhaps  you  had 

better  leave  the  meaning  of  the  sections  to  me. 

A  I  would  much  prefer  doing  so. 

MR.  FTNFRTY:  I  said  I  would  finish  at  one  and 

I  am  through, 

THF  CHAIRMAN:  We  will  adjourn  than. 

(The  Hearing  was  here  adjourned,  to  be  resumed  at  9.30  A.m, 
December  5 ,  1945 . ) 


